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Accounting News And Trends 


Reports for Better Control 

“Better Reports for Better Control” 
by John G. McLean (Harvard Business 
Review, May-June, 1957) suggests that 
a large company has need for three 
fundamentally different types of reports. 
These are: accounting reports to pro- 
vide basic detailed information; special 
reports to set forth particular business 
problems prepared at irregular inter- 
vals; and control reports to enable 
management to review trends and cur- 
rent developments in each major seg- 
ment of the business. 

Control reports, which receive pri- 
mary emphasis in the article, often over- 
lap accounting reports and are not 
sufficiently detailed to permit a complete 
analysis of a particular problem. The 
purposes of control reports are sum- 
marized by the author as follows: 


“1. Enable management to observe 
trends in our business and so assist 
in the development of short-run and 
long-run policies and programs. 


“2. Provide a basis for evaluating cur- 
rent performance in the light of what 
we did last year and in the light of our 
planned objectives for this year. 


“3. Direct attention to those parts of 
our operations about which questions 
should be raised and which should be 
subjected to further investigation and 


” 


analysis. 





AccounTING NEws AND TRENDS is con- 
ducted by CHarEs L. Savace, C.P.A. 
and member of the New York Bar. He 
is presently serving as chairman of our 
Society’s Committee on Members in the 


Field of Education. 


Dr. Savage is professor of accounting 
and chairman of the Business Adminis- 
tration Division of St. Francis College. 
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In general, the control report should 
show five types of information, often in 
both chart and tabular form: 

1. Trends during the past five or six 
years. 

2. Monthly comparison of this year’s 
results with those of last year. 

3. Quarterly comparisons of this year’s 
results with those of last year. 

4, Quarterly and year-to-date compari- 
son of actual results with forecasts. 

5. A summary analysis of the major 
causes of variations. 


One of the troublesome problems in 
selecting accounting and financial data 
for inclusion in control reports is the 
avoidance of too much detail without 
oversimplification. Practice seems to 
indicate that the control report pre- 
sented to any level of management 
should be sufficiently detailed to present 
volume, prices, and operating costs for 
the major organization unit at the next 
lower level of management to the one 
receiving the report. In combining fig- 
ures to reduce detail, care must be’ taken 
to keep separate those elements of the 
business which cannot logically be con- 
sidered together. 

Sales Finance and Small Loan 

Companies 

A considerable amount of current sta- 
tistical information about installment 
sales finance companies and small loan 
companies is presented in the Bulletin of 
the Robert Morris Associates for June, 
1957. In an article on this subject. Ray 
H. Matson, Vice President of the First 
National Bank of Chicago, summarizes 
the results of the bank’s annual study of 
these divisions of the finance industry. 
The composite ratios cover several years 
and represent a cross section ranging 
from local companies to the large na 
tional organization. 


October 





“B 
ind 
efi 
Ac 


Pay 
ato 


to 
the: 
atin 


cos! 
ann 


THE 


1957 





ould 


n in 
six 

; 
sar’s 
sar’s 
yari- 
ajor 


s in 
data 
the 
hout 
s to 
pre- 
nent 
sent 
for 
next 
one 
fig- 
iken 
the 
con: 


sta- 
nent 
loan 
n of 
une, 
Ray 
‘irst 
12S 
V of 
try. 
pars 
ying 


na- 


aher 














DAY: BRITE 
Lighting Fax 








“Yfalional Accounting Machines save us 100% 


each year on our investment!’’—pay-prite LIGHTING, INC., St. Lovis, Mo. 


“Because of our rapid growth as leaders in the fluorescent 
industry, our accounting department must maintain peak 
efficiency. That’s why we are so well pleased with National 
Accounting Machines. 

“Our Nationals save us valuable time in payroll, accounts 
payable, and other accounting work, and also increase oper- 
ator efficiency, enabling them to do more with less effort. 

“National’s versatility permits easy shifting from one job 
to another. Also the many automatic features incorporated in 
these machines cut operator training time, as well as oper- 
ating time. 

“Nationals save us their entire OttKeagicck 
cost every year—a return of 100% ee 


In your business, too, National ma- 
chines will pay for themselves with 
the money they save, then continue 
savings as annual profit. Your nearby 
National man will gladly show how 
much you can save—and why your 
operators will be happier. 
He's listed in the phone 
book's yellow pages. 





a 





ACCOUNTING MACHINES 


annually on our investment.”’ President, Day-Brite Lighting, Inc, ' oo 
ADDING MACHINES » CASH REGISTERS 
THE NATIONAL CASH REGISTER COMPANY, DAYTON 9, OHIO _wce parse (No Canson Reawmen) 
989 OFFICES IN 94 COUNTRIES 
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Installment sales finance companies — 
decline in their annual — 


suffered an 11% 
volume, but despite this fact show an 
increase of 4% of total cnetendaal 
loans because of the longer terms being | 
granted. Small loan companies contin. 
ued to expand and, in contrast to inf 


stallment sales group, showed a 164 q 


increase in volume. 

Accountants with these types of com | 
panies as clients will find of great value 
the four pages of composite ratios cov- 
ering each of the six years, 1951-56, j 
Rates of Return and Rearrangement of | 

Financial Statements ; 

When capital is needed, a company 
faces the choice of borrowing funds or) 
selling additional stock. A convenient 
method of analyzing costs and rates of} 
return under either possibility is pre-| 
sented by Professor Louis O. Foster in 
“Rates of Return: The Effects of Bor-| 
rowing” (The Controller, August 1957). 
This article describes how a company | 
can determine, to a fraction of one per | 
cent, how a particular loan would affect | 
the return to its common stockholders. 

The first step in such an analysis 
would be the rearrangement of the bal. 
ance sheet and statement of income. } 
This new approach classifies all. sources 
of capital on the basis of prices to be 
paid for their use and eliminates ad 
traditional division of liabilities by ma- 
turity dates. Using this rearrangement 
for illustration, the balance _ sheet 
(rounded off to millions of dollars) of 
The R. J. Reynolds Tobacco Company 


as at the end of 1954 would show: 


MGtanBRets <<. 8 vehatesscas che rrnen 618 
Sources of assets: 
PU MDINSC OAM A sesiacicctete che a aloserataevarnaes 7 
RHPA ORUICOBE 5650s )sicoo sais aihorw.ciaioine 194 
Prior dividend cost ............ 7 
Residual or common 
ee re 279 
1 Bo) © Re aA 618 
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Similarly, the income statement would 


reflect : 
otal PEVENUES «4/016 +10) os/e eters 814 
Less: 
Cost of goods sold ........ 702 
Depreciation and 

obsolescence .......sece6 a 
Provision for profit 

participation archer be erat alete ] 
Provision for all 

INCOME TAMES: wine e creck 58 764 
Available for all capital 

Par 50 
Interest and debt expense ... B) 
Available for all 

stockholders. .....s.<<se. 45 
Preferred dividends ....... 3 
Available for common 

stockholders ............ 42 


Based on this information, a variety 
of computations can be easily made for 
determining returns on capital, e. g., the 
earning rate for common stockholders: 
12 divided by 279 or about 15%. Of 
greater importance, however, is the abil- 
ity to use this information for future 
planning and the article illustrates in 
detail how this can be done in specific 
situations. 

The method outlined permits corpora- 
lions to analyze and compare, with per- 
centage precision, the various returns 
produced by, and the risks involved in, 
various patterns of financing. 
might be extremely rewarding to those 
CPAs whose clients are faced with this 
problem. 


Its use 


Doing Business Abroad 

Any accountant whose client is con- 
sidering doing business abroad will find 
much useful information in T. L. Wil- 
kinson’s article “Accounting Control in 


1957 
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The 
Accountants 


& Auditors 
Agency 


15 East 40th Street 
New York 17, N.Y. 
MUrray Hill 3-0290 
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Employment Agency 
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the original of the unpaid invoice to the 





COMPLETE FEDERAL 

TAX COURSE begins 
‘TUESDAY 

Tuesday and | NOV. 12 


Thursday evenings, | « 
20 Lectures, TUITION 
6:30 to 9:30 p.m. $60 


THE SOBELSOHN SCHOOL 
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| elsewhere it is quite easy to cash a check 
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| Foreign Lands” (The Price Water‘:ouse | 
_ Review, June 1957). The primary en. 


phasis, of course, is on aspects of ac. 
counting, and the material dis¢ at 
includes: control abroad, budgets. ac. 
counting personnel, internal auditors, 
public accountants, accounting princi- 
ples and foreign exchange. The follow. 
illustrative of some of the 


eas 


ing are 4 
interesting (and sometimes novel) prac. 
tices. 

In most parts of Latin America. the 
usual medium of exchange is currency } 


rather than checks even as to collec. 
tions, payments, or payroll. Most re. 
ceivables are collected by sending a col- 
lector (usually the salesman) — with 
customer’s office. Consequently. original 
invoices are similar to negotiable paper 
if they fall into the wrong hands, 
Furthermore, a credit manager sending 
out a collector in the morning with some | 
$5,000 in invoices sometimes has some | 
bad moments before the salesman final 





returns. | 


Bankers in Venezuela and _ in 
other countries retain paid checks to 
support charges on bank statements. As 
a result, the auditor must visit the bank 
to see the checks. Since they are, usuall 
filed under the date paid rather than 
under the customer’s name, the auditor's 


man\ 


requests are often troublesome to the 
bank. Indeed, if the client is not con- 
sidered important, the bank may refuse 


In many countries in Europe and 


drawn to the order of a corporation— 
a difficult thing to do here—and this 
requires special safeguards. — l'inally. 
the time taken to collect receivables is 
always a surprise. Payment of an open 
account in 90 days is considered prompt 
and accounts 12 and even 18 months 
past due do not necessarily cause con- 
cern. In such a situation it is difficult 
to estimate possible bad debt losses. 
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CAPITAL AVAILABLE 
ON 
NET LEASE BASIS 

Investor will purchase and_ lease 
back presently owned machinery, 
equipment, building or factory and 
finance acquisition of new properties 
on net lease basis. 

RIDGELY LEASING COMPANY 
122 East 42np Street, New York 17,N. Y. 
Attn: L. STEVENSON 
OX 7-0842 











Extension of CPA Services 


The Texas Legislature has passed} 
several bills which are of interest to all] 


CPAs. A special committee of the Texas 
Society of CPAs advised on the drafting 
of the legislation and the July, 1957 
bulletin of the Society summarizes the 
new laws: 

1. The Texas Insurance Board was 
reorganized and it was permitted to em 
ploy a CPA or licensed public account | 
ant in making its examinations of any | 
insurance organization. 

2. The Texas Securities Commission 
was established and the Act contains 
language which legal experts have inter- 
preted as requiring the financial state. 
ments of registrants to be audited by a 
CPA or licensed public accountant. 

3. Several bills effecting new proced. 
ures for accounting, budgeting, and aud. 
iting for Texas school districts were 
passed. An annual audit, by a CPA or 
licensed public accountant, of the fiscal 
accounts of each school district is re- 
quired. In addition, each district must | 
establish an annual budget and install a 
standard system of accounts. 





In connection with this last group of 
laws it is interesting to note that a com- 
mittee of the Texas Society of CPAs 
has worked with the Texas Education 
Agency in preparing a “kit” to guide the 
auditor in his school district work. 


Salesmen’s Advances 


The usual method for handling anti- 
cipated salesmen’s expenses is to make 
a cash advance followed by reimburse- 
ment of expenditures on a_ periodic 
basis. This was the conclusion reached 
by the Controllership Foundation and 
reported in The Controller (August, 
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An Adirondack View 


“That’s Mine.” We quote these 
words after hearing them many times 
from under-ten year olds. During a few 
days at a house with children we heard 
it often, usually with emphasis—and a 


hand pulling something away from | 


another child. In a wayside dining 
room on the trip home we jumped to 
attention when a small high voice at a 


near table sailed above the conversa- 


tion and said—“that’s mine.” 

Possessiveitis starts to develop early 
in human beings—doesn’t it? Take a 
second thought about what other grown- 
ups say—and what you say. My wife, 
my daughter, my grandson, my house, 
my lawn, my boat, my office, my secre- 
tary, my system, my partner, my idea— 
and so on, and on. 

Well, it’s the easy way. It’s the 
habitual way. But in many things being 
the possessed instead of the possessor 
is perhaps less selfish, less egotistical. 
“lm her father.” “I’m his grand- 
mother.” “Here is another idea.” 

So, for me at least, from now on 
“my clients” is charged off to the re- 
serve for bad debts. Instead, our new 
terminology, and generally accepted ac- 
counting principle is—‘“the clients we 
serve.” 

LrEonarD Houcuton, CPA 
Saranac Lake Branch of 
the “Adirondack Chapter” 
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sonnel, try the agency you read 
about in the Reader’s Digest: 
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Letters to the Editor 


The Integrity of the Tax Laws 


I read with interest the letter of 
Eugene Rosenfeld in the August issue of 
The New York Certified Public Account- 
ant, suggesting that the sick pay exclu- 
sion provided in the tax laws should be 
extended to cover a deduction for the 
loss of income for a taxpayer who is not 
compensated for time lost during illness. 

May I respectfully register my dissent. 
The of the 
fringe benefits that found its way into 
the Internal Revenue Code to cure an 
apparent hardship. To carry Mr. Rosen- 
feld’s suggestion to its logical conclusion 
would require the following, among 
other exclusions: 


present exclusion is one 


1. If an attorney or other profes- 
sional man is ill and unable to attend to 
his practice. then the fees that he other- 
wise would have earned should be al- 
lowed as a deduction. 


2. If the owner of a parcel of real 
estate loses the income from a lease that 
would otherwise have been made, as a 
result of illness, the loss of rent should 
be allowed. 


3. The practical equivalent of use 
and occupancy insurance on a_ profit 
basis is proposed to be allowed as a 
deduction to individual taxpayers in the 
case of illness. Why should it not also 
be allowed to corporations who have lost 
income as a result of the failure of their 
personnel to render services because of 
such illness? 


These are but a few of the possibili- 
ties. There must be many others. It is 
inevitable in all tax laws that perfection 
cannot be achieved. To extend every 
benefit to its maximum application re- 
sults in the emasculation not only of 
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the law but of the benefits. Why stop 
at deductions for those who have been 
ill? Why should one who is in the 
armed forces, and is deprived of the 
right to earn income while he is devot. 
ing his services to his country, be treated 
differently than one who is ill? Why 
shouldn’t he get a deduction? 


In the final analysis, we should always) 
keep in mind that deductions for one} 
group must be made up by taxes paid by}’ 


those who do not fall within the favored 
class. Preferences breed more desires. 
Essentially, in making any suggestion 
on behalf of The New York State Society 
of Certified Public Accountants. we 
should always try to address ourselves 


| mag 
acre 


to b 


for 


‘arti 





to the integrity of the tax laws. For 


that reason, I commend for your read- 


ers’ attention the excellent editorial on 
this subject appearing in the August 


alol 


1957 issue of the Journal of Account- 


ancy. 
BENJAMIN GruNpD, CPA 


Ed. Note: Mr. Grund is a vice-president o| 
our Society. chairman of its Committee on 
Estate Planning and formerly served as chair- 
man of its Committees on Federal and New 
York State Taxation. 


Opening the Door Between 
Banker and CPA 

The article by Frank D. Terry entitled 
“Initiating Effective Liaison Between 
Banker and CPA” (May 1957 issue of 
The New York Certified Public Account- 
ant\ should afford the opportunity of 
opening the door between the accountant 
and the banker. I believe that every 
member of the Society will agree with 
this statement and that many will take 
advantage of the opportunity offered by 
the suggestions presented in the article. 

I believe that the series of articles 
which have appeared in the Society’s 
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magazine on the subject of banker- 
eccountant relationship are commencing 


‘to bear fruit. The opportunity afforded 
‘for making contacts as outlined in the 


article is most encouraging. 


CHARLES HeEcuT, CPA 
New York. N. Y. 


Accountants’ Legal Responsibility 


| have read with a great deal of in- 
terest the article by Saul Levy appear- 
ing in the June issue of The New York 
Certified Public Accountant, entitled “A 
New Look at Accountants’ Legal Re- 
sponsibility.” As you may or may not 
know, I have had a very real interest 


lin working with various accounting so- 


cieties in connection with my responsi- 
bilities as a member of the Robert 
Morris Committee on Cooperation with 


| Public Accountants. 


we} 





I feel that the article is extremely 
well written and clear and with your 
permission I may refer to it from time 
to time in discussions which I may have 
along these lines. 

ARTHUR L. NAsH 
New York, N. Y. 


Reproduction of New York State 
Tax Forms 

Several accountants in New York 
State have had their filed reproduced 
tax returns rejected by the State Au- 
thorities. I should like to discuss the 
reasons for their rejections of same. 

Many of us have good reasons to 
value highly the permission granted by 
the State to file reproduced tax forms. 
Now that the pressure of the tax season 
is over, it might be well if all concerned 
reflected and took note of certain facts 
involved in filing such tax forms (pro- 
duced, for example, by Bruning Copy- 
flex, Ozalid, or other and different types 
of reproducing equipment). 

Firstly, permission granted by the 
State Authorities to file reproduced tax 
forms can be denied at the will of the 
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Commission. Secondly, the Corporation 
and Income Tax Bureaus have long 
since established certain specific condi- 
tions for filing substitute tax returns. 
Thirdly, Commissioner Connors of the 
Corporation Tax Bureau has made 
certain things clear and specific. He 
has and will continue to return repro- 
duced forms not prepared in accordance 
with these regulations. Further, if next 
year the same disregard for regulations 
manifests itself, he will definitely not 
permit the filing of reproduced forms 
the following years. There is no reason 
to doubt that the Income Tax Bureau 
will react in a similar manner. 


Basically, there are four reasons for 
rejection. If the filed returns are on the 
wrong colored copy paper, or if the 
color of the image is not correct, or if 
the weight (thickness) of the paper used 
on the reproduced returns is not as 
specified, accountants can expect to have 
the returns sent back to their clients. 
Those who prepared New York State 
returns on single pages (rather than as 
a complete return on one piece of pa- 
per) can expect to have the returns sent 
back to their clients if they fail either 
to file all the pages of the complete 
return, and/or to fasten the separate 
pages together in the exact manner spec- 
ified. 

To determine the correct color of the 
copy paper and of the image, examine 
an official tax blank. The color combin- 
ation of the reproduced tax form must 
be substantially the same. Secondly, 
check with your machine manufacturer. 
The manufacturer of the equipment you 
are using will be able to show you writ- 
ten proof indicating that the colored 
paper, the color of the image and the 
thickness of the paper he is recommend- 
ing have been previously submitted to 
the tax authorities and have been ac- 
cepted. Use these papers and follow 
their instructions. 


Within the limits strictly prescribed 
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Two things you specifically may not do, 
One, you may not elect to leave out of 
your reproduced filed forms any page 
left blank in its preparation. For| 
another, you may not use your own dis. | 
cretion in regard to securing together | 
these individual pages of the returns, | 
These individual pages must be secured 
with either scotch tape #810 (poly. 
ester), scotch tape #850, or similarly 
approved tape. In the case of forms 20], 
202 and 204 and other forms filed with 
the Income Tax Bureau, only, under 
specific conditions, staples with the tape 
may be used. Let it be reiterated that if 
either or both of these last two points 
are ignored, you may expect the returns 
to be rejected either immediately or in 
the course of time. 





Is it difficult then to satisfy all of the 
conditions detailed by the State Author- 
ities? Certainly not. This is clearly 
demonstrated by the fact that the over- 
whelming majority of the reproduced 
forms filed in Albany are acceptable. 
The correct papers required to file re- 
turns are readily available from those 
manufacturers whose equipment has 
been previously approved in Albany. 
Mechanical instructions in regard to 
your making a good copy print, the 
necessary fastening tape, etc., are 
readily available. If you want to avoid 
having your reproduced form rejected, 
the means of insuring it are available 
to you. 

This letter was prepared for the guid- 
ance of those few whose returns have 
been or will be rejected. Be assured 
that if this practice of ignoring the State 
Tax Department’s regulation is con- 
tinued, the reaction in Albany will be- 
come more and more severe. We all 
may suffer because of the few, by hav- 
ing the State withdraw its approval. 
To those skeptical of this, may I point 
out that this has happened in some 


October 


by the New York Authorities, you may|~ 
prepare your return as individual pages|_ 
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Advertisement 


THE MONEY MARKET REMAINS TIGHT. 
And as a result certain of your clients may find 
it difficult to obtain sufficient funds from their 
normal sources of supply. In cases such as these 
many accountants look to factoring as a tailor- 
made solution to their clients’ financial problems. 


We believe that you'll be interested in reading 
two brief brochures which explain how factoring 
—a specialized form of commercial financing—is 
solving many credit and financial problems arising 
from today’s competitive conditions. 


The first of these brochures, “How To Meet To- 
day’s New Financial Requirements Through 
Modern Factoring,” is a reprint of one of the 
most comprehensive analyses ever published on 
the subject. 


The second brochure, designed for distribution to 
your clients, discusses factoring in non-technical 
language. Its title is “The Protected Profit 
Program”. 


Both of these publications are available without 
cost or obligation to members of the accounting 
profession. Simply address your request to 
Mr. Walter M. Kelly, President, Commercial 
Factors Corporation, 2 Park Avenue, New York 
16, N. Y. MUrray Hill 3-1200, specifying the 


publications and quantities desired. 
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RECEIVABLE 
FINANCING 


We will provide a revolving financ- 
ing plan for your clients on a low- 
rate, non-notification basis. 


Call today—we'll meet with you and | 


your Client and work out a plan to 


meet their individual requirements. | 


PRUDENTIAL 
CAPITAL CORP. 


60 EAST 42ND ST., NEW YORK 17, N.Y. 
MURRAY HILL 7-7680 


EXECUTIVES 


Morris P. Arnoff 
Leo R. Heyman 
Theodore Goldman 


Member of Association of Commercial 
inance Companies. Inc. 








American Appraisals 
eliminate ''Ghosts” in 
property accounts 


An American Appraisal original cost 
study and check of physical assets 
often reveal items of property dis- 
posed of, but not eliminated from 
property records — affecting costs, 
profits and taxes. 


The 
AMERICAN 


APPRAISAL 


Company 


leader in property valuation 
HOME OFFICE: MILWAUKEE 1, WIS. 








| states. Individually, those of you who 
| irk the Authorities by ignoring hese 
| regulations can at least expect to experi- 
| ence the annoyance of having to re-file. 





| ~ 
SAUL GRANp J 


New York, N.Y. 





| 

| Insolvency Procedures 
| 

| 


In reading the May, 1957 issue of The 
New York Certified Public Accountant, 
we were happy to see reprinted the arti- 
cle by Mr. Louis Sachs entitled “Insol- 
vency and Bankruptcy Procedures Rela- 
ting to City Excise Taxes.” We had the 
pleasure of hearing Mr. Sachs’ lecture | 
on October 8, 1956, which was spon- 

sored by the Society Committee on In- 
| solvency and Bankruptcy Procedure. 
The crowded room at the engineering 
building where the lecture was delivered 
was a fitting tribute to Mr. Sachs and 
the other speakers. However, you are | 
performing a real service not only to = 
your own members, but to the Bar as 
well in publishing the article... . 


1 
‘ 


TIEN 2 co Saye 





It is particularly in the rehabilitation 
proceedings where the policy is to give a 
debtor a second chance to reconstruct 
his business, that Mr. Sachs’ advice and | 
admonitions are helpful. Such impor- 
tant matters as administration claims, 
liability of corporate officers and the 
position of the client as a debtor in pos- 
session are matters which are discussed 
with clarity and understanding. 


Our many years of experience in in- 
solvency proceedings have brought us in 
close contact with Mr. Sachs. He is to 
be commended for delineating in a pro- 
fessional and scholarly manner the pro- 
cesses of the Bureau of Excise Taxes, 
and in expounding in so understanding 
a fashion the problems involved in in- 
solvency proceedings. 


BENJAMIN WEINTRAUB 
New York, N. Y. 
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Book Reviews 


Appraising the Economics of 
Electronic Computers 


By Frank Wallace. CoNTROLLERSHIP 
FounpatTion, Inc., 1956. Pages: 106; 
$4.00. 


Appraising the Economics of Elec- 
tronic Computers is a short. plainly 
written and useful addition to the 
rapidly growing literature of electronic 


computer application. In something 
less than one-hundred pages. Frank 


Wallace provides a point of view, some 
worthwhile information, and a few rules 
of thumb that will be helpful to those 
planning electronic office systems. 

Mr. Wallace’s views are distilled from 
the work of his consulting group. They 
show comprehension and _ perspective. 
The comments at the end of the first 
chapter point up several divergent 
trends in computer usage. Mr. Wallace 
notes the drive for “firstness,” the well 
publicized but pedestrian uses of much 
electronic equipment, and the attitude of 
unsubstantiated hopefulness taken by 
some with regard to economic pay out. 
In all, the author makes a good case 
for careful study of procedural require- 
ments and objective evaluation of alter- 
natives. 

In approaching computers, the author 
suggests the “procedural area” as a 
building block of computer application. 
This refers to the integration of related 
functions made possible by the capacity 
and speed of the electronic computer. 
This integration of information han- 
dling in terms of computer potential is 
important and the stress placed by Mr. 
Wallace is well taken. 

But while Appraising the Economics 
of Electronic Computers has much to 
contribute, in some sense it falls short 


666 


of its announced theme. Mr. Wallace 
expects a computer to pay its own way. 
While he presents typical costs of me. 
dium and large-scale equipment. the 
reader is not provided with an adequate 
economic model for evaluating the alter- 
natives of computer acquisition. The 
time phasing of dollars out-of-pocket 
and dollars saved needs to be viewed 
along with assumptions on useful life, 
with depreciation methods, and_ with 
income tax implications to reach the 
core of the matter—does computer ac- 
quisition provide a_ satisfactory rate. 
of-return? The book approaches this 
important question but fails to follow 
through. 


The difficulty of arriving at “typical” 
costs and the problems inherent in do- 
ing so are probably not made sufficiently 
clear. Neither are the uncertainties in 
measuring either projected costs or po- 
tential savings sufficiently pointed up. 
More weight could well have been given 
to “computer know-how” as a necessary 
ingredient of feasibility determination. 
This reviewer considers experience with 
computers and mature understanding of 
computer potential essential to all phases 
of computer planning. This will. of 
course, transcend the knowledge gained 
from conference attendance and_pro- 
gramming courses conducted by the 
manufacturers. The computer-system 
planner, in fact, should be thought of 
as existing on a professional par with 
the cost accountant, the auditor, and 
the other members of the management 


team. 

The work deserves the time required 
for its reading. It is interesting and 
informative. In a few places the view- 
points appear arbitrary (in commenting. 


for example, that feasibility studies are 
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best set at one year in length). Its 
major defect, however, lies in its scope. 
Possibly in a subsequent volume the 
author will present a more complete 
economic analysis of computer acquisi- 
tion. 


Howarp S. LEvIN 


New York, N. Y. 


Specialized Accounting 


By Homer St. Clair Pace and Edward 
J. Koestler. Pack & Pace, New York, 
N. Y., 1957. Pages: viii + 487; 
$7.00. 


This is the fifth volume of a six- 
volume correlated text book series 
known as the Pace Accounting Series. 
The books have been in use over a span 
of fifty years, and with this volume, the 
publishers have completed the new se- 
ries which has been thoroughly revised 
and brought up to date. 


In developing the six units the au- 
thors had in mind providing text mate- 
rial for a complete three-year accounting 
course. “Specialized Accounting” has 
been written with the definite plan of 
providing such subject material which 
is necessary to round out a complete 
study of accounting and fit in with the 
overall goal of the series. 

The book is divided into eight sec- 
tions, as follows: 

Section I discusses branch accounting, 
both domestic and foreign, and the cor- 
relation of branch and home office 
accounts. A sound and careful consid- 
eration is given to the problem of con- 
verting the financial facts of the foreign 
branch in terms of the home office 
currency. Section II covers the problems 
of department store accounting and in- 
stallment sales with special considera- 
tion given to the retail inventory 
method, expense classification and anal- 
ysis, and operating statements. Section 
III is devoted almost entirely to a com- 
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plete discussion of consignment account- 
ing. The problems involved in joint 
ventures, construction contractors ac- 
counting, and the financing of receiv- 
ables are covered in the final few pages 
of the chapter. A very comprehensive 
and thorough discussion of the legal and 
accounting aspects of Estates and Trusts 
appears in Section IV. In Section V 
fiduciary accounting and reporting is 
covered together with an excellent illus- 
tration and complete explanation of each 
of the two statements—The Statement 
of Affairs and The Statement of Real- 
ization and Liquidation. 

The remainder of the book, Sections 
VI, VII, and VIII is devoted by the 
authors to institutional and governmen- 
tal accounting. The discussion deals 
with fund accounting as it pertains to 
nonprofit organizations, the importance 
and usefulness of the budget in planning 
and controlling fund operations, the use 
of the General Fund and Special Funds, 
and the basic concepts and procedures 
for governmental or municipal account- 
ing. 

The back of the book, from page 395 
through 480, contains questions and 
problems for each of the eight sections 
of the text. 

“Specialized Accounting” is a well 
written comprehensive volume which 
definitely has its place in the six-unit 
Pace Accounting Series. It is an excel- 
lent text book which covers subject mat- 
ter to which every accounting student 
should be exposed and with which every 
practicing accountant should be famil- 
iar. The illustrated problems which are 
numerous leave no chance for misunder- 
standing or doubt in the mind of the 
reader. Although primarily written as 
one of a series of text books, the volume 
would make a valuable addition to every 
accountant’s reference library. 


Joun Hastincs 


Siena College 
Loudonville, N. Y. 
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Classified Section 


RATES: “Help Wanted” 20¢ a word, minimum $5.00. “Situations Wanted” 10¢ a word, minimum 


$2.00. 


“Business Opportunities” 15¢ a word, minimum $3.00. Box number, when used, is two 


words. Closing date, 10th of month preceding date of issue. 
ADDRESS FOR REPLIES: Box number, The New York Certified Public Accountant, 677 Fifth 


Avenue, New York 22, N. Y. 


BUSINESS OPPORTUNITIES 


Mail and Telephone Service, desk provided 
for interviewing, $6.50 per month, directory 


listing. Modern Business Service, 505 Fifth 
Avenue (42nd Street). 


Justin Jacobs, Peter P. McDermott & Co., 
investment information, portfolio analysis, no 
charge for these professional services. DIgby 


4-7140, 42 Broadway, New York 4, New York. 
Statistical Typing, IBM typography, offset 


printing. Gitsham’s, 480 Lexington Avenue, 
Y 17, Plaza 5-6432. 


CPAs, N. Y., N. J., Conn., W. Va., AICPA, 
established over 20 years, heavy taxes, man- 
agement (IE, MBA), substantial cash, seek 
practice, accounts. Box 1238. 

CPA, N. Y., N. J., AICPA, heavy taxes, man- 
(IE, MBA). substantial cash. seeks 


agement 

practice, accounts. Box 1239. 

CPA, has available private office in quiet 
suite, Wall Street area, no service, $80.00 
per month, call HAnover 2-2770. 
Attorney-CPA, over 40, exceptional back- 


ground, seeks association with CPA, or CPA- 
attorney wherein professional backgrounds, 
ability and experience of writer can be fully 
utilized, will purchase interest. Box 1240. 
Practice Wanted, CPA firm, established, 
reputable, desires to expand, will purchase 
accounting practice in N. Y. C. or metropoli- 
tan area. Box 1241. 

CPA, N. Y., will administer practice or 
individual clients for overburdened or retiring 
practitioners, percentage. Box 1242. 

CPA, young, $9,000 practice with office, 
Queens Nassau clients, wishes to associate 
with practitioner of similar circumstances. 
Sox 1243, 


Expert Statistical Typing, CPA _ financial 
reports on electric typewriters, reliable and 
confidential. M. Harrington, LE 2-2521. 


CPA, AICPA, former partner small national 
firm with top level experience desires pur- 
chase of accounts or practice, New York area, 
prefer practice of about $50,000 gross, have 
profitable practice of about $40,000 and ade- 
quate cash capital, greatest tact and diplo- 
macy, replies will be held in strict confidence. 
Sox 1244. 
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BUSINESS OPPORTUNITIES 


CPA, seeks space with accountant, east mid- 
town preferred. MU 2-6896, Box 1245. 


CPA, N. Y., 25 years experience, consider- 
ing new partnership connection in Buffalo 
preferably. on account retirement of present 
partner. Box 1246. 


CPAs, N. Y., will purchase small practice 
or individual accounts, personalized account- 
ing and tax experience, cash available. Box 
1248. 


CPA, N. Y., 43, has $8,000 net practice and 
about 4 time free, emphasis on printing, 
small five and ten operations, what have you 
to offer. Box 1250. 


Attractive Air Conditioned Suite, two of. 
fices and reception room, newly decorated, 
utilities included in rental, immediate, 2 W. 
15th Street, 17th floor, MU 2-8621. 


SITUATIONS WANTED 


CPA, age 40, 20 years public experience in 
all phases of accounting, with emphasis on 
institutions, nonprofits, fund raising, hospitals, 
investments, funds, real estate, seeking part- 
time or per diem work. Box 1232. 


Immediately Available, accountants, office 
managers, bookkeepers. Bookkeepers & Ac- 
countants Division, Maxwell Employment 
Agency, 130 West 42nd Street, N. Y. C., tele- 
phone LOngacre 4-1740. 


CPA, age 32, seven years diversified large 
and small firm experience, seeking per diem 


work. Box 1233 or OL 4-2382. 


CPA, 13 years public accounting and _ tax 
experience, earning $10,000, seeks association 
with overburdened or retiring practitioner or 
firm with potential growth to partnership sta- 
tus. Box 1234. 


CPA, 20 years diversified public accounting 
experience will service accountant’s clients up- 
state New York, daily or job hasis. Box 1235. 
Accountant, LL.B., 10 years revenue agent 
experience, desires association with CPA firm 
for examinations, protests and tax court peti- 
tions. Box 1236. 
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SITUATIONS WANTED 


Bookkeeper, energetic mature woman, de- When you think of 


sires position, diversified experience under- 


stand al! phases, two years accounting train- | f ” - 
ing, smal! office, uptown or midtown pre- 


ferred. Box 1237. 





) CPA, Society member, 30, single, nine years Accounts Financed — Machinery Loans 
diversified public accounting experience, seeks Inventory Advances Orders Financed 
1 position with future in public or private ac- | 
counting, minimum $8,000.00. Box 1247. Get in Touch With 


Tax Accountant-Attorney, M.B.A., former 

revenue agent, tax researcher, planner, ex- | 

cellent tax background, seeks tax position with o y) 

intial. Box 1249 

mid. | potential. Rox 1249, ‘ _ MA ESTIC 

CPA, Society member, 20 years diversified 

| public practice, thoroughly experienced audits, 175 Fifth Avenue at 23rd Street 

ider- | taxes, available 10 days monthly, per diem. : pha 

ffalo citar, Flatiron Building New York 
ORegon 4-1200 


sent ) (PA, attorney, modest practice, experienced 
audits and income, gift, estate taxes, available 
per diem or part-time. Box 1252. 





; Recommended by Accountants, Banks, 
ctice © Ge Attorneys and Clients 
yunt- | CPA, age 35, Society member, 11 years ex- : me 
Box | perience audits and taxes, available for per Officers and Executives 
diem work N. Y. C. area. Box 1253. 

CPA, age 37, 11 years diversified experience, 
seeking per diem work. Box 1254. 


Junius N. Mesuperc Epwarp W. Ginsspure 
and Sipney W. Dorman = Seymour I. Lenowrrz 
ting, Ris ; ‘Dp ‘ ae A 
you Assistant Comptroller, CPA, law degree, | | Send for our new booklet #5 “FINANCING 


presently employed, seeks better opportunity, toe Memes of Miedo + end ana 
over 25 years diversified experience, public or Peace of Mind, Progress and Prosperity. 





» of- | and private, office management, financial state- 

ated ; internal c ‘ols ‘redits and collec Members of Assoc. Commercial Finance Companies, Inc 
= ments, BoE contro 8, credits and collec- and New York Credit and Financial Management Assoc 
» W. (tions, taxes. Box 1255. 
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Management Services and the 


Accounting Profession 


By CHARLES LAWRENCE, C.P.A. 


A critical evaluation of the present tentative trend 
toward the extension of CPA management services 
into highly technical, non-accounting industrial areas. 


The search for the proper boundaries 
of the profession of public accounting 
is a never ending task and calls for 
much careful and analytical thought by 
all interested parties. Perhaps the most 
stimulating releases published on the 
subject recently were the bulletin “A 
Classification of Management Services” 
(prepared by the Committee on Man- 
agement Services by CPAs and _ pub- 
lished in 1956 by the American Insti- 
tute of Certified Public Accountants), 
and “A Survey—Management Services 
by CPAs” (which appeared in the June 
1957 issue of The Journal of Account- 
ancy). Because the above-named bulle- 
tin was restricted in its circulation to 
Institute members, the Journal survey 
stands as the only generally circulated 
indication of the trend of thought ten- 
tatively advanced in the bulletin. 

In these publications is unfolded the 
fascinating vista of endeavor encom- 





CHartes Lawrence, C.P.A. (Colorado 
and Michigan), is Associate Professor 
of Accounting at Michigan State Uni- 
versity. and holds a Ph. D. degree from 
the University of Illinois. He is the 
author of “4A Study Guide for Begin- 
ning Accountants” published by the 
American Institute of Certified Public 
Accountants. 
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passed by the enlightened view of public 
accounting. They suggest many new 
activities which might be classified as 
a proper part of public acounting prac- 
tice, in addition to the more usual serv- 
ices of auditing, tax accounting, prepa- 
ration and certification of financial 
statements and advice on matters of 
accounting principle or treatment. In 
fact the management services suggested 
include nearly every activity involved 
in the concept of business. The general 
areas of service indicated as belonging 
to the management service part of 
public accounting include management 
and administration, finance, production, 
sales, office management, purchasing. 
traffic and transportation, personnel, 
and research and development. In each 
publication the reader is cautioned that 
the listing of these services 
“does not imply that any CPA will be 
qualified to perform any or all of the 
services which might he listed under this 
heading. It refers to services which many 
experienced CPAs in general practice are 
qualified to render, and to services which 
the CPA might become qualified to give 


his client without losing his status as a 
professional accountant.” 


The foreword to A Classification of 
Management Services by CPAs also cau- 
tions that 

this classification has been prepared by 

the committee on management services 
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hy CPAs as a first step in exploring the 
developments in this area of professional 
accounting practice with the membership 
of the American Institute of Account- 
ants. The purpose of distributing the 
classification in tentative and skeleton 
form at this time is to stimulate interest 
in the problem and to solicit comments 
and suggestions for a revision and ex- 
pansion of the material. 

The views expressed in this article 
are consonant with this spirit of explora- 
tion and are inspired by this request 
for comments and suggestions. 


Independence and Management Services 

The professional public accountant 
has long rendered excellent and compe- 
tent services in the 
areas of (1) accounting controls as aids 
to business, (2) decision making based 


to management 


upon accounting and financially related 
items, (3) in matters of finance, (4) in 
determining systematic operations in 
business routines involving accounting 
transactions or support for these trans- 
actions, besides (5) the invaluable serv- 
ice to management and the general pub- 
lic in the role of independent auditors. 

For purposes of our thesis, however, 
this discussion is directed to what are 
considered of the “non- 
traditional” services listed in the Sur- 
vey. Illustratively, these are (a) giving 
advice as to safety and health programs, 
(b) conducting market research, (c) 


some more 


preparing job classifications, (d) giving 
advice as to packaging methods and 
services, and (e) surveying warehouse 
layout and space utilization. 

The question to be considered in this 
article is, are these and similar non- 
accounting areas typical of those which 
should properly be regarded as within 
the boundaries of the profession of pub- 
lic accounting? Admittedly, any pro- 
fession will be shaped by the results of 
its members’ activities, and the public 
accounting profession is a fast growing 
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one whose limits currently are unde. 
fined. Yet the direction of its <rowth 
should be the subject of much careful 
study. | 

A number of objections can be raised 
to the inclusion of such management 
services as those listed above as a proper 
part of the practice of public accounting, 
One objection is that the performance 
of management services might prejudice 
the public accountant who is also th 
auditor for a given company. In other 
words, in some instances a single ac.; 
countant might not remain independent | 
in his subsequent auditing work if «| 
substantial part of his 
derived from prior management services | 
from that same client. Perhaps of | 
greater importance is the effect of par. 
ticipation in management functions on 
the accountant’s independence in the 
formulation of an opinion on the finan- 
cial statements. 

This objection concerning indepen: 
dence can be answered in one of several 
ways: (1) These releases stress that as 
long as all services rendered are ad- 
visory, there is no question of indeper- 
dence; (2) Some large firms maintain 
separate audit and management services 
divisions; the physical separation of the 
operating personnel into two areas is 
designed to give assurance that thal 
independence will be maintained; (3) 
A flat counterstatement sometimes is 
given that the objections are not valid 
and that a single party can maintain 
independence under these circum: 
stances; or (4) Assurance is offered 
that if independence is a factor in ques 
tion, the concerned firm drops one or 
the other of the engagements. 





income was 


The Question of Competence 
Objections have also been raised a 
to the degree of competence which is 
offered by CPAs in the field of manage: 
ment services. The CPA certificate is 
excellent evidence of competence in 4 
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business field, but what field: account- 
ing? auditing? safety? engineering? 
psychology? These releases properly 
note that 

“the CPA should make sure that, under 
the circumstances, he is clearly qualified 
to render a particular service before he 
offers it to the client.” 


Yet certainly some thought should be 
given to the proposition of just how a 
prospective client will be able to judge 
as to the relative competence among 
several CPAs to whom he is consider- 
ing presenting his management services 
problem, say that of a survey of em- 
ployee attitudes in his plant. (It should 
be stressed that “competence” here per- 
tains to management services, for there 
is reasonable belief that competence in 
accounting and auditing activities is 
reliably established under the present 
set of CPA examination and experience 
requirements.) Of course, competence 
is best judged by the accountant himself. 
He should not undertake any job which 
he is not qualified to do. There seem 
to he several alternative courses of ac- 
tion which may be followed in case the 
accountant is offered an engagement 
which he himself cannot handle ade- 
quately: (a) He can assign the work 
to someone on his staff if he can evalu- 
ate that man’s work; (b) He can tell 
the client of other technical consultants ; 
ic) He can confer with other accounting 
firms known to have a competent man 
on their staff; or (d) He can study or 
take training in the field in which he 
presently lacks competence. 

Surely the obtaining of an expert in 
the suggested field of endeavor as sug- 
gested by alternative (b) is the most 
acceptable, for it is the one clear-cut 
decision wherein recognized competence 
cannot be questioned. Alternatives (a), 
‘c) and (d) all have the same tinge 
of not calling upon a proven expert to 
do specialized work. In fact the sug- 
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gestion that the average accountant 
take courses, read books and otherwise 
prepare himself to take on these “non- 
traditional” engagements smacks of the 
sort of professional preparation that 
lawyers, doctors and even accountants 
have denied recognition to for years. 
The self-taught expert (the non-licensed 
public-bookkeeper-tax-expert in our pro- 
fession) has been the bane of existence 
in all recognized professions for many 
years. This is the precise reason that 
a uniformly prepared examination—im- 
partial and as fair as conditions will 
permit-—must be taken before a candi- 
date can practice in any recognized pro- 
fession. Most clients coming to CPAs 
for help in these peripheral areas are 
not themselves competent to judge the 
training of the CPA’s expertness on 
safety, etc., until after the job is done. 
“Certified” as applied to the manage- 
ment service areas, denotes therefore 
somewhat of a vicarious certification— 
certification as an accountant rendering 
super-accounting services. Perhaps this 
objection can be overcome by asserting 
that professional training of public ac- 
countants should include all business 
areas, and that no management services 
should be ever undertaken unless proper 
training has been taken and the pro- 
fessional skills have been mastered. 
A Two-Class Profession 

A third objection should be taken 
cognizance of—a rather narrow objec- 
tion, but one upon whose rebuttal rests 
the future course of the public account- 
ing profession—and that is that the 
general adoption of the services men- 
tioned above as a proper part of public 
accounting foreshadows the emergence 
of a two-class public accounting profes- 
sion. These management services, being 
additions to accounting matters as tra- 
ditionally conceived, call forth a varied 
array of talents—more talents than are 
likely to be found in the capabilities 
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of any small group of persons to ac- 
quire. Thus, only those firms with large 
staffs can offer to the public complete 
coverage in all suggested managerial 
service areas of public accounting; those 
with small staffs will render less than 
full coverage. The profession finally 
will come to have both a junior and a 
senior division, depending upon the 
scope of their work as related directly 
to the size of the firm. This is in dis- 
tinct contradiction to at least the theory 
of the present system operating in 
the traditional auditing and accounting 
areas. Although it is certainly true that 
large firms undertake larger audits and 
may handle more complex accounting 
and tax problems than do small firms, 
these problems sprout from the same 
roots which give life to the smallest 
audit and accounting problem. In both 
extremes—large and small—the essen- 
tials, philosophy, and professional re- 
sponsibilities are the same save for 
magnitude. However, this new concept 
of management services as an integral 
part of public accounting activity makes 
the “senior grade” public accountants’ 
field of activity much different than 
that of the “junior grade” accountants 
because of the extra non-accounting 
business education and training that 
the former must master. This objection 
can be countered by holding that spe- 
cialization is the answer for a_ small 
firm who feels a necessity to advise, say, 


in safety practices in addition to audit 
processes, or, that a group of small 


firms each specializing in a given area 
of management services could, as a 
body. cover just as much ground as 
one large firm in so far as the magni- 
tude of management service activities 


is concerned. 


Certain Services Not a Part of Public 
Accounting 


However, the most categorical ob- 
jection that can be advanced against 
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classifying some of the manazemey 
services listed in these releases as prope; 


public accounting activities (specifically 


items such as employee attitude surveys 
and advice as to safety and health pro 
grams) is that these activities are no) 
part of accounting at all, and therefo; 
cannot reasonably be considered a pro. 
per part of public accounting. Ther 
is a variety of evidence to support this 
contention. Would any CPA candidat 
consider a problem in making an em. 
ployee attitude survey a reasonable ex. 
amination question? If it is a proper 
activity, how can the lack of such 
problems be explained in the current 
CPA examinations? Again, consider 





the confidence of the general publi 


in the professional attainments of the, 


CPA. Is it possible that this confidence 
will be impaired when the idea is fos 
tered that a CPA is also the man to see 
about advice as to packaging methods 
(not costs but methods)? Surely il 
must be conceded that areas such a 
these are foreign to accounting subject 
matter, and that they have been “mar 
ried” to the proper practice of public 
accounting only by some sort of ex 
pedient union. 

There is also evidence to 
that all professions may not agree thal 
every business activity should be in- 
cluded in the proper practice of public 
accounting. Considering that the age 
of labor specialization has long since 
arrived, cannot a trained psychologist— 
a lifetime career man in the field—do 
a better job with attitude surveys than 
an accountant who has studied psychol- 
ogy only as a peripheral adjunct to his 
accounting training? Do CPAs generally 
really know more than safety engineers 
about safety programs? What is the 
value of a Chartered Life Underwriter 
certificate or a Chartered Property Cas 
ualty Underwriter certificate (wherein 
are embodied the results of tests and 
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experience specifications laid out for 
insurance candidates) if an accountant 
js to freely give advice about fire, fidel- 
ity and casualty coverage as well as 
advice on life insurance? One might 
as well say, contrariwise, that insurance 
agents could very well advise on mat- 
ters of accounting and auditing by read- 
ing accounting books, looking over old 
CPA examinations, and by taking 
courses (but not taking and passing the 
CPA examinations). 


The Effect on the CPA Firm 

But most serious of all, it appears 
that even the public accounting profes- 
sion itself doesn’t recognize these areas 
as the proper practice of public ac- 
counting. [or instance, any public ac- 
counting firm that would employ a man 
specializing only in these peripheral 
areas of public accounting—a manage- 
ment service specialist—would employ 
a man not promotable to the highest 
position in public accounting firms as 
they are constituted today. A trained 
insurance agent cannot become a CPA 
by studying the areas of insurance, nor 
can he properly become a partner in a 
public accounting firm. It is only CPAs 
who are subsequently assigned to man- 
agerial service areas who can become 
promotable men in their public account- 
ing firms. Is this not evidence that 
specialists in non-accounting managerial 
service areas are not practicing account- 
ing? 

Follow this course of advisory busi- 
ness services to its logical conclusion. 
It would seem to be true that the best 
constituted management service firm 
would consist of a collection of experts, 
most of whom would not be public ac- 
countants. Although the firm might 
have to be limited in number by virtue 
of communication and efficient organiza- 
tion (even though the gamut of services 
suggested as proper management serv- 
ices is large), perhaps a firm composed 
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of a Chartered Life Underwriter, a sales 
engineer, a production engineer, a traf- 
fic manager, a career psychologist, and 
a CPA (for balance), might be ideally 
constituted to offer consultation in al- 
most any business area. If the current 
educational system of specialized train- 
ing for separate professions and voca- 
tions has any merit, this firm would 
excel in solving almost any managerial 
service problem. But would this be a 
public accounting firm when it was 
assembled? The fact that in many states 
the CPA legally could not even practice 
public accounting in such a partnership 
surely does not lend credence to the 
idea that the accounting profession cur- 
rently believes the end product of such 
a firm to be public accounting services. 


A New Profession 

The basic reason for the omnibus defi- 
nition of public accounting seems to lie 
in the assumption that competence is a 
quantitative term. It is not such a term: 
rather it is a characteristic of degree or 
manner of performing. With regard 
to the ever present need for competence, 
there can be no disagreement, for com- 
petence is an indispensable guide to 
professional conduct. It must be an 
integral part of all the work a CPA 
undertakes. The disconcerting implica- 
tion of the above philosophy is that 
any service competently performed by 
a CPA is thereby made a part of public 
accounting by the very act itself even 
if distinguished by a term such as man- 
agement services. In short, the only 
competently performed activities which 
could not be considered a part of public 
accounting under such a definition 
would be those activities which are 
definitely assigned currently to another 
organized profession. 

There is no denying that the far 
flung activities classified as management 
services must be competently carried 
out. The argument here presented points 
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out the necessary strain in classifying 
some of these services as proper paris 
of the practice of public accounting. A 
salisfactory solution to this strain can 
be gathered from the legal profession 
wherein learned lawyers often abandon 
one professional phase and step into 
another by becoming learned jurists. 
It is suggested likewise in this situation 
that if all of these varied management 
services are to be accomplished by ac- 
countants, a separate profession ought 
to be recognized. One might call it a 
Certified Public Business Advisor. Bas- 
ically this is the essential character of 
management services. They are services 
rendered in the form of advice only. 
The advice rendered may be in 
phase of business activity. The services 
offered are available to all 
firms alike. However, “certified” 
volves a new concept, or at least will 
require a different mode and scope of 
training than presently is possessed hy 
the ordinary CPA. Some new standards 
of training must satisfactorily undergird 
this new profession so that common 
levels of competence can be offered to 
the public as assurance of the compe- 
tence of the services of the CPBA. The 
present “self-test” of competence in this 
area soon must he replaced. 

Several sizeable gains would result 


any 


business 
in- 


from dropping the designation of “ac- 
countant” the title of this new 
profession. Such a limitation justifiably 
should not be placed upon an all-area 
business advisor for it undoubtedly 
would denote too restrictive an area of 
practice for this professional man. In 
addition, and much to be desired, it 
would leave the term certified public 
accountant to apply to a man who does 
only accounting and related tasks with 
little fanfare and much competence. 


from 


Ep. Note: The subject discussed in the foregoing article is one of considerable curren 
interest. Articles to be published in subsequent issues reflect other views and will deal with 
the manifold aspects of the subject which merit consideration. 
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4 Profession’s Boundaries 


The fine line dividing activities prop} 





erly a part of public accounting froy 


those not a proper part will always kf 


subject to review and question. Hoy. 
ever, it does not appear reasonable {y 
consider the business boundaries 4 
the public accounting profession to by 
limitless. By the very nature of a pro. 
fession, it must have limits. else hoy 
can it be recognized? Hardly less like) 
can these boundaries be considered to 
be limited only by those areas alread 
serviced by other professional advisors 
in the business field. Finally, it does 
not seem tolerable that a profession’ 
boundaries should rest upon competence 
only, for that is a term of quality, not 
of quantity: attempts to set boundaries 
by such a measure will forever remain | 
fruitless. It is to be hoped that a sounder 
philosophical approach will be taken | 
in rightly distinguishing proper account. 
ing activities from activities of other 
useful vocations and_ professions. 
Within the public accounting profes 
sion, talents and opportunities vary, bul 
it must be kept in mind that the pro: 
much in 





fession’s stature lies not so 
how accountants distinguish themselves 
one from another, but in how publi 
accountants as a group can present to 
the public at large the ideal of a pro- 
fessional man who is competent in his 
area and respected in both professional 
and It therefore. be: 
hooves the members of the public ac. 
counting profession to consider rather 
carefully the boundaries of their profes 
sion so that public confidence is not lost 
in the long run by espousal on the par! 
of the profession of a good many more 
activities than all accountants, as ac: 
countants, can be properly expected to 
perform competently. 


business circles. 
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Minimizing New York City Taxes 
| Through Proper Record Keeping 


By Sipney B. Pattey, C.P.A. and Freperick J. McCartuy, C.P.A. 


This paper discusses the requirements of record keeping 
and the tax benefits that can be achieved when certain 
transactions are properly reflected on a taxpayer’s records. 


Records Required to Be Kept 


The Administrative Code of the City 
of New York empowers the Comptroller 
to prescribe records to be kept by per- 
sons subject to New York City sales and 
gross receipts taxes. Pursuant to this au- 
thority the comptroller has issued regu- 
lations on this subject. 


The gross receipts tax regulations of 
the City of New York state that records 
must disclose in detail all gross receipts, 
and that taxpayers who claim deductions 
for receipts from transactions in foreign 
commerce, or for non-allocable and non- 
taxable receipts, must have schedules of 
such items. The regulations also state 
that when allocation or apportionment 
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Publie Accountants. 


1957 


is a 


of receipts is made, work papers must be 
retained to support the figures shown 
on the return. 

The New York City sales tax regula- 
tions require that every vendor and pur- 
chaser subject to tax keep the following 
records: 

1. Receipts from sales, services and 
purchases, and taxes payable thereon. 

2. Records of each amount of sale or 
purchase and the taxes payable thereon 
if any. 

3. Copies of every sale and purchase 
invoice or other evidence of such sale 
and purchase. 


1. Records of receipts not subject to 
tax. 


5. Substantiation of sales for resale 
by resale certificate obtained from pur- 
chasers. 

6. Substantiation of sales delivered to 
persons outside New York City by parcel 
post receipts, freight receipts, or other 
evidence. 

7. Substantiation of sales to exempt 
organizations by obtaining copies of let- 
ters of exemption issued to such organi- 
zation by the Comptroller. 
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8. Records as to other sales or serv- 
ices claimed to be nontaxable. 

9. Copies of sales invoices or register 
tapes, or customers copies of purchase 
orders, and other evidence of purchase 
and sale as well as the books in which 
they are recorded. 

10. When vendor sells on installment 
plan and files returns on installment 
basis, his records with respect to every 
sale must show: 

(a) Sales price of property upon 
which tax is computed. 

(b) Amount of tax due. 

(c) Total amount of every installment 
to be paid, indicating amount of tax in- 
cluded therein. 

(d) Due date of every installment. 

11. If vendor prepared work papers 
in connection with the preparation and 
filing of return, such papers shall be 
retained. 

12. Evidence of payment of tax to 
Treasurer, as cancelled check or re- 
ceipted return, must be preserved. 


Period to Be Retained 


Records generally are to be preserved 
for three years from the date of filing 
the return, except that the Comptroller 
may consent to their earlier destruction, 
or he may require that they be kept 
longer. 


Inspection and Penalties 


The books and records are required 
to be open for inspection and examina- 
tion upon demand by the Comptroller. 
Any person who refuses to produce 
books or records, after subpoena, shall 
be guilty of a misdemeanor punishable 
by fine of not more than $1,000, or sub- 
ject to a prison term of not over one 
year, or both. 


If out-of-city taxpayers find it inex- 
pedient or impractical to submit books 
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and records for examination within Ney 
York City, they may elect to have th 
audit where their books are kept, pro. 
vided the cost of sending the auditor j/ 
borne by the taxpayer. 


Resale Certificates 


The failure to obtain a resale cer. 
tificate creates a rebuttable presumptio; 
that the sale was at retail. If a taxpaye 
acts in good faith in accepting a resak 
certificate and does not collect the ta 
in reliance thereon, the taxpayer is noi 
responsible for the inaccuracy of the re. 
sale certificate. There must, however, be 
some reasonable relationship between 
the items involved and the business of 
the purchaser, in order for the seller to 
be justified in relying on the resale cer. 
tificate. 





Reducing Tax Through Proper Records 


In order for a taxpayer to avail him. 
self of benefits in certain circumstances, 
his records must be set up in such way} 
that he will pay a lower tax. The follow. 
ing types of transactions are subject to 
reduced taxes when records are prop: 
erly kept. . 


1. Deposits on Containers. If deposit 
charges are included in the sales ac 
count, the gross receipts tax is mea 
sured by the total sales less credits for 
cases returned. If special liability ac 
counts are established for deposits, out 
standing items are not included in the 
measurement of the tax so long as they 
remain a deposit payable. Thus, to mini- 
mize gross receipts tax, deposits should 
be credited to a separate account and 
should not be included in the sales 
account. 


2. Excise Taxes. Persons engaged in 
the sale of property and services upo 
which certain excise taxes are imposed 
may exclude the amount of such taxes 
from the base of the sales and gross 
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receipts tax provided such taxes are 
separately stated in addition to the pur- 
chase price. These taxes consist of the 


following: 


(a) Federal tax on admissions and 
dues. 

(b) Federal retailers excise tax on 
jewelry, fur and fur articles, toilet 
preparations, and luggage. 

(c) Federal tax upon transportation 
of property. 

(d) New York State retail gasoline 
tax. 

(e) New York City sales tax. 

({) New York City compensating use 
tax. 

(g) New York City tax on occu- 
pancy of hotel rooms. 


(h) New York City amusement tax. 


A scparate statement and charge for 
the above mentioned taxes may be on 
any bill or invoice rendered to the cus- 
tomer or on any other original memo- 
randum of sale made at the time of sale. 
Where a bill is given the customer, the 
bill must separately state the amount of 
the excise taxes. Where there is no bill, 
as in a drug store, it is sufficient if the 
vendor at the time of sale, prepares a 
memorandum for his own records’ in 
which the amount of the price, the 
excise tax and the sales tax are sepa- 
rately shown. A memorandum subse- 
quent to the sale, as a daily or periodic 
summary, is not regarded as an original 
memorandum. Where a bill sets forth 
only the aggregate price inclusive of 
excise tax, but it appears on the face 
of the bill that New York City Sales tax 
was computed on net selling price, Fed- 
eral excise tax excluded, then the bill 
will be deemed to have made a separate 
charge and statement of such excise tax. 
It is certainly not difficult to separately 
state the excise taxes, and in this man- 
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ner sales and gross receipts taxes will be 
reduced. 


3. Cash Discounts. Ordinarily, cash 
discounts may not be deducted from 
gross receipts; however, when such dis- 
counts are taken at the time of sale, 
then the cash discounts may be de- 
ducted. Thus, it is important to segre- 
gate in the books and records cash dis- 
counts taken at the time of sale to 
distinguish them from cash discounts 
taken within the discount period. Cash 
discounts are not to be confused with 
trade discounts which may always be 
deducted from gross receipts. Trade 
discounts are allowed as trade custom 
without regard to the due date of the 


bill. 


4. Shipping Versus Billing. Sales 
should be analyzed on the basis of 
where delivery of merchandise was made 
and not according to where the sales 
invoices were billed. Frequently, a com- 
pany’s main offices are in New York 
City and all billings are made to such 
office, although shipments are made to 
out-of-state locations. For this reason, 
it is important to have records set up 
in such manner that an analysis of 
sales can be made according to shipping 
destination. When this is done, sales 
which are allocable or nontaxable will 
be properly classified and New York 
City taxes will be reduced. 


5. Foreign Commerce. Not only are 
export sales to foreign countries exempt, 
but sale of imports by the importer in 
the original unbroken package or con- 
tainer are likewise exempt. Export sales 
include both deliveries to purchasers at 
foreign destinations and deliveries to 
common carriers for delivery to the 
foreign destination. Where receipts are 
from the sales of imports by the im- 
porter other than in the original un- 
broken package or container, or the 
sale of imports is made by a person 
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other than the importer, then the foreign 
commerce exemption does not apply. An 
importer is the person who enters goods 
for custom, or, if entry is made through 
a customhouse broker or agent, the im- 
porter is the person for whose account 
the broker or agent is acting. The per- 
son who pays the duties is not neces- 
sarily the importer. Frequently. a par- 
ticular taxpayer may meet the technical 
requirements of the foreign commerce 
exemption in several sales and then not 
meet these requirements in other sales. 
It is for this reason that records relating 
to these transactions must be kept in 
such manner that the taxpayer can sub- 
stantiate foreign commerce exemptions. 


6. Freight, Delivery and Transporta- 
tion Charges. When a seller advances 
freight, delivery, and transportation 
charges for the account of a purchaser 
in accordance with terms of contract of 
sale, such charges may be eliminated 
from gross receipts provided such 
charges are the actual charges incurred 
and are billed as such to the purchaser, 
and the books and records of the tax- 
payer clearly indicate such facts. If 
the seller pays freight directly to the 
carrier for his own account, or if the 
purchaser pays the freight but deducts 
it from his payment to the seller, such 
freight delivery or other transportation 
charges may not be deducted from gross 
receipts. From the above it is evident 
that gross receipts tax can be reduced 
by appropriate handling of the pay- 
ment of freight; but, in order to ac- 
complish this, the books and records 
must clearly indicate such treatment. 


7. Sales by Agents. In order for an 
agent to pay the gross receipts tax only 
on his commission, his books and rec- 
ords must show the name of the actual 
owner in whose behalf the sale was 
made; and the sales invoice must show 
that the sale was made as agent for the 
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actual owner. If an agent acts fer an 
undisclosed principal, the agent is sub. 
ject to tax on the full proceeds rather 


than only on his commission. These con. [ 


ditions need not be present in the case 
of factors and commission merchants 
who are subject to financial tax. 


8. Repair Services. Receipts from 
services rendered in connection with re. 
pair, alteration, or reconditioning of 
tangible personal property on behalf of 
the owner to refit it for the use for which 
it was originally produced, is not sub- 
ject to sales tax. Receipts from the sale 
of services of producing, fabricating, 
processing, printing (except for im- 
printing of copy upon an already printed 
product) to a person who directly or in- 
directly furnishes the tangible personal 
property, not purchased by him for re. 
sale, upon which such services are per- 
formed, are subject to sales tax. Since 
the burden of proving that a receipt is 
not taxable is upon the vendor or the 
purchaser, it is necessary that a taxpayer 
keep proper records so that he can 
properly segregate nontaxable repairs 
from taxable fabricating services. 


Lump-Sum Deductions 


In the preparation of sales tax re: 
turns, it is necessary to itemize deduc- 
tions by showing separately such non- 
taxable sales as sales for resale, out of 
town sales. sales to semi-public institu- 
tions, and other nontaxable receipts. 
The use of lump-sum deductions by 
lumping in one amount all nontaxable 
receipts is incorrect and may not be ac- 
ceptable by the Bureau of Excise Taxes. 


Failure to Keep Adequate Records 


If a taxpayer fails to keep adequate 
books and records and estimates his 
taxable receipts, he fails to sustain the 
burden of proving his deductions. In 
such case all of his receipts may be re- 
garded as taxable. Usually, however. 
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when a taxpayer does not maintain 


1. External indices such as number 


Cr an a F 
sub records or maintains records which are of employees of taxpayer, rentals paid, 
rather inadequate, the Bureau of Excise Taxes, stock on hand and/or other factors. 
© con for the purpose of estimating the tax, If a retailer does not maintain rec- 
cam will resort to the use of a “purchase ords of tax collections or maintains 
hans audit.” A test period will be selected, records which are inadequate, the City 
htc Ss . . 
and the purchases for the test period will select a test period and determine 
would be marked up in accordance with the effective rate of tax collectible on 
_ the taxpayer’s retail selling prices. The all taxable sales made during such pe- 
h re : P aa ° an 
th re. percentage of mark-up would then be riod. The rate thus determined, or 3%, 
iz of applied to all purchases during the whichever is greater, will be applied to 
alf of audit period with due allowances made _ the retailer’s total taxable sales for the 
which for differences in opening and ending audit period to ascertain the amount due 
sub. inventory. the City. This method was recently ap- 
e sale ‘ FY = : . “hes la 
i Other methods besides “Purchase Proved by the Court of Appeals in WV. 
ating, as : , Babess oles : 
ng Audit” used to determine the correct /- Grant Company v. Lazarus Joseph. 
React amount of sales include: In that case, the mere fact that the tax- 
rinted payer did not retain his cash register 
or in- 1. Application of inventory turnover _ slips resulted in a finding that the rec- 
sonal | and gross profit on sales of business of ords were inadequate and a deficiency 
or re. similar nature. For this purpose, Dun & was affirmed. It was also determined in 
* per: | Bradstreet percentages, Bureau experi- that case that daily records of sales are 
Since ence, or known averages of taxpayer are insuflicient—it is necessary to keep rec- 
Ipt is used. ords of individual sales. 
r the i te i ae If the vendor fails to maintain the re- 
yaver 2 Acceptance of receipts for year 5 ‘ 
payer } ee Ee ieee eee enalial quired evidences of sale or the records 
pi or which complete records are available : 
sa aiden: Baas ic ane of the receipts and the taxes payable 
airs as receipts for the missing year. 3 7 
pom ; thereon, the Bureau of Excise Taxes 
3. Total cash deposits plus cash re- will determine the rate of tax collections 
ceipts not deposited considered as cor- and apply the same to the vendor’s total 
rect amount of gross receipts. taxable sales. 
x Te 
educ- 
non- A Kindred Profession 
ut of While in many respects the internal auditor must model his techniques, 
stitu- programs and standards upon those of the public accounting profession, and 
eipts. he is indeed fortunate in having the high standards of a kindred profession 
| for a model, he must none-the-less recognize that his function differs from 
Ss Dy that of the public accountant. While it is dangerous to generalize, it is 
xable usually recognized that his work must be in greater detail and in greater 
way depth than that generally required of the public accountant. The public 
t ? sey 
| accountant seeks to develop and express an informed opinion on the finan- 
axes. cial statements based on reasonable evidence. He is interested in the sys- 
tem of internal controls as an aid in judging the reliability of evidence. 
However, the internal audit staff represents, in itself, one of the major in- 
ternal controls, and if the public accountant finds the internal audit 
juate program and work satisfactory, he does not need to penetrate beyond 
ee reasonable evidence or to offer conclusive assurance that operating pro- 
iat cedures are being carried out efficiently and effectively and that the assets 
1 the of the business have been thoroughly protected against possible loss or 
In wastage. These are the functions of internal audit. 
e Te AUDITING THE GENERAL ACCOUNTING 
wan Activity, by Edwards B. Murray, 
ouenr The Internal Auditor, September 1957. 
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Corpus Deductions 


By Irwin M. Turope, C.P.A. 


Fiduciary Conflicts Arising Out of 


The Internal Revenue Code creates a corpus-income conflict for 
the fiduciary in connection with the treatment of corpus deductions 


on both the estate tax and income tax returns. 


The presence of a 


marital deduction formula further compounds the problem. 


The “corpus-income” problem has 
been and always will be one of the 
major problems of fiduciaries in the 
administration of estates and trusts. As 
in other fields, the incidence of taxation 
has further magnified the problem and 
caused new difficulties in the already 
existing conflict between the interests of 
life tenants and remaindermen. This 
article discusses certain areas of the 
conflict caused by the Internal Revenue 
Code with particular emphasis on the 
question of corpus deductions. 

The significance of corpus deductions 
arises in connection with both the in- 





Irwin M. Turope. C.P.A. and member 
of the New York Bar, is a member of 
the Society's Committee on Fiduciary 
Accounting and a partner in the firm of 
Sugarman & Thrope, Certified Public 
Accountants. 

This article has been adapted by the 
author from a paper presented by him 
at the December 19, 1956 technical 
meeting of the Society held under the 
auspices of the Committee on Fiduciary 
Accounting. 
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come tax and the estate tax. Certain of 
the problems are confined solely within 
the sphere of income taxation while 
others straddle both income and estate 
taxation and end up influencing either 
or both in accordance with the fiduci- 
ary’s election. 


Option on Estate Tax Return 

The fiduciary has an option in the 
matter of the treatment of expenses in- 
curred during the administration of an 
estate. Most administration expenses 
are subject to ‘the fiduciary’s election 
to deduct them on either the estate tax 
or the income tax return. This election 
is made as to each individual item of 
expense and any particular item may be 
claimed partially on both returns. The 
statute is quite clear that this is an 
option and that the deductions cannot 
be claimed on both returns.! Accord: 
ingly, the fiduciary will exercise his 
election in a manner that will result in 
the lowest overall tax. This minimiza- 
tion of tax will obviously not give rise 
to any conflict where the life tenant and 
the remaindermen are the same. On 
the other hand, a clear and potent prob- 
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lem arises where different parties are 
life tenants and remaindermen. It is an 
incontrovertible fact that the fiduciary 
is charged with the duty of minimizing 
taxes. But where this function causes 
a conflict between corpus and income, 
the fiduciary is cautioned to carefully 
consider the consequences. 

In a recent New York case,” the 
fiduciary elected to take certain deduc- 
tions for administration expenses on the 
income tax return. At the instigation 
of the remaindermen, the court held that 
the income beneficiary must restore 
corpus to the extent of the additional 
estate tax resulting from this shift. 
Needless to say, after restoring corpus, 
income still benefited from the election 
for the fiduciary would not have so 
elected unless the benefit to income ex- 
ceeded the loss to corpus. 


Marital Deduction Formula 

An interesting twist of the problem 
arises where we are faced with a maxi- 
mum marital deduction formula in the 
Will. Under this formula, the testator 
bequeaths to his surviving spouse that 
amount of his estate which will be equal 
to the maximum marital deduction. 
The amount of the marital deduction is, 
of course, limited to 50 per cent of 
the value of the adjusted gross estate. 
In determining the adjusted gross estate, 
items of administration expense are de- 
ducted. Thus, it becomes readily ap- 
parent that the manner of electing as 
to the treatment of these expenses be- 
comes doubly important where there is 
a marital deduction formula in the 
will. 

1. If the deduction is claimed on the 
estate tax return, it reduces the adjusted 
gross estate and reduces the marital 
deduction as well as the bequest to the 
spouse. 

2. If the deduction is claimed on the 
income tax return, it reduces the in- 
come tax but increases the adjusted 
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gross estate. Thus, the marital deduc- 
tion is likewise increased and the net 
taxable estate is increased only to the 
extent of 50 per cent of the amount of 
the expense in question. Also the be- 
quest to the surviving spouse is in- 
creased by 50 per cent of the expense 
taken on the income tax return. 


An Illustration 
By way of example, let us assume 
the following facts: 


GrOSR CSAIE coo daccs sclaceaiiseaes $500,000 
DeGuOUONE: 6ccccccucaencacadeved 20,000 

Adjusted gross estate......... $480,000 
Maximum marital deduction...... $240,000 
NGG INCOME: woio5.cocesceecencees $ 15,000 


If $10,000 of deductions are claimed 
on the income tax return, the adjusted 
gross estate is $490,000 and the maxi- 
mum marital deduction, $245,000. 

The significance of this shifting is 
illustrated by the following comparative 
table which indicates that although the 
estate tax increases, there is a consid- 
erably greater reduction of income tax. 























Election to 

take $10,000 

No on income 

election tax return 

Adjusted gross estate. $480,000 $490,000 
Maximum marital de- 

GUCUOM. svcceeaces 240,000 245,000 
Subject to estate tax, 

before exemptions. $240,000 $245,000 

Natale tae: <.<6ececces $ 44,700 $ 46,200 

WiGOMOs. dc cec ction wes $ 15,000 $ 15,000 

Deductions ......... —0— 10,000 
Subject to income 

EEN CRE $ 15,000 $ 5,000 








Income tax (no exemp- 
tions or deductions) $ 


4,730 $ 1,100 
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Revenue Ruling 

The Internal Revenue Service has 
ruled on this matter in Rev. Rul. 55-643 
(1955-2C.B.386). It was there stated 
that the value of the marital deduction 
should be determined in accordance with 
the estate tax return as finally deter- 
mined and that no adjustment was to 
be made because of the fact that the 
executor had elected to take certain de- 
ductions on the income tax return. 

The magnitude of this problem other 
than from the tax point of view was 
realized by the Internal Revenue Serv- 
ice when they stated by way of a 
dictum that the election to take a deduc- 
tion on the income tax return. thereby 
increasing the marital deduction and 
the bequest to the surviving spouse 
“may give beneficiaries other than the 
wife a right to question any act of the 
executors which operates to decrease 
their interests under the will.” 


Suggested Procedure 

In the example previously given, we 
note that where the election was made 
to take the deduction on the income 
tax return the residuary estate was 
$6,500 less than if there had not been 
any such election. ($480.000 — $245.000 

— $46.200 — $188,800; $480,000 — 
$240.000 — $44,700 = $195,300.) 

It should be noted that the decrease 
in the residuary estate is comprised of 
$5,000 additional bequest to the surviv- 
ing spouse plus $1,500 increase in estate 
tax. On the income tax return it is 
quite clear that there will be a savings 
in excess of the additional estate tax. 
Thus, in our situation it is suggested 
that the fiduciary proceed as follows: 

1. Agree with surviving spouse that 
her bequest be determined before any 
election as to deductions. 

2. Agree with the income beneficiary 
to restore corpus to the extent of any 
increased estate taxes arising from the 
election. 
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Thus in our illustration: 


Adjusted gross estate......... $490,000 
Marital deduction ........... 240,000 
Mamma Acc lah caren ius $259,000 
6 ON ne SONOE RMN eed nF, ee $ 47,700 
ak a HOV GLOCHON 6 sic oases $ 44,70 
Increased tax due to election... $ 3,000 


If the deduction on the income tax 
return will result in a benefit in excess 
of $3,000 to the income beneficiary, 
the fiduciary will have minimized taxes 
but will not have diminished his corpus. 
(It should be noted that the surviving 
spouse is also a 50 per cent income 
beneficiary where there is a marital 
deduction formula. ) 

The primary function of a fiduciary 
is to administer his estate in accordance 
with the local law. Federal estate and 
income taxes, although a vital part in 
this administration, are only incidental 
to the functioning of the fiduciary. 
Where the local law requires that ad- 
ministration expenses be paid out of 
corpus, the determination of the marital 
deduction should recognize this fact. 


Conflict on Income Tax Return 

Having discussed the question of 
whether or not to deduct an item on the 
income tax return, we now turn to the 
question of the treatment of items de- 
ducted on the income tax returns of a 
fiduciary. This problem was discussed 
in my article (“Corpus Expenses — A 
Fiduciary’s Dilemma”) in the August 
1956 issue of The New York Certified 
Public Accountant and will be briefly 
reviewed. 

The 1954 Code introduced the new 
concept of distributable net income.’ 
As a result, deductions paid out of both 
income and corpus operate to reduce 
the amount taxable to the life tenant. 
The legislative intent here was to de- 
rive some benefit from corpus deduc- 
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tions which often were wasted because 
there was no corpus income from which 
to deduct them. However, in correcting 
this situation, Congress overlooked the 
possibility that there may be corpus 
income against which the corpus deduc- 
tions might be claimed. Thus, regard- 
less of whether or not there is corpus 
income, corpus deductions operate to 
reduce the income taxable to the life 
tenant. The typical example is where 
there are capital gains and expenses 
charged to corpus. The fiduciary is re- 
quired to pay a tax on the full amount 
of said gains without the benefit of any 
deduction for the corpus deductions. As 
a result, the tax payable by the fiduci- 
ary is greater than the amount that 
would have been due under the 1939 
Code and the amount taxable to the 
income beneficiary is less than under 
the 1939 Code. 

The importance of this problem may 
be shown by a recent Pennsylvania case 
wherein the resulting increased tax to 
the fiduciary amounted to $100,000. 
In that case, the court held that the 
income beneficiary restore corpus to 
the full extent of the increased tax.* It 
is to he noted that even after returning 
$100,000 to corpus, the income bene- 
ficiary saved $70,000 by virtue of the 
new concept.® y 

Thus. in a situation where the bene- 
fits to income exceed the cost to corpus 
there is little difficulty in determining 
the amount of the required adjustment. 
Where the benefits to income are less 
than the cost to corpus, I have suggested 
that the adjustment be limited to the 
amount of benefit to income. 

Pending the enactment of badly 
needed and previously recommended 
legislation whereby corpus deductions 
will offset corpus income and any ex- 
cess will offset distributable net income. 
fiduciaries are faced with the difficult 
task of getting the income beneficiary to 
restore corpus. 
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Termination of Estate or Trust 

Another area of conflict has been 
created by the provisions of Section 642 
(h) whereby on the termination of an 
estate or trust, the distributees are en- 
titled to deduct any deductions in ex- 
cess of gross income for the last taxable 
year of the estate or trust.6 This sec- 
tion creates a very flexible situation 
which should be carefully considered 
by the fiduciary from the viewpoint of 
both tax minimization and the equitable 
incidence of benefits. This problem may 
be illustrated by a recent situation 
whereby the life tenant of a trust died 
two and one-half months before the end 
of the trust’s fiscal year. Many of the 
final expenses of administration were 
known and could have been paid before 
the end of the year. If this had been 
done they would have benefited the life 
tenant’s estate. On the other hand it 
was determined to pay these items early 
in the following year, when the trust 
terminated. thereby causing the deduc- 
tions to benefit the remaindermen. It 
is rather obvious that there are many 
possible combinations and the fiduciary 
should carefully plan the termination of 
his estate or trust. 


References 
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any net operating loss carryover or capital 
loss carryover. 
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Comments on Financial Statements 


Filed with the SEC 


By Anprew Barr, C.P.A. 


The Chief Accountant of the SEC cites a number of common 
deficiencies in statements submitted to the SEC. These defi- 
ciencies embrace, amongst others, the matter of independence, 
the certificate and problems involving business combinations. 


The title I have chosen for this paper 
is “Comments on Financial Statements 
Filed with the Securities and Exchange 
Commission.”* This is broad enough 
to cover, in part at least, the three sug- 
gestions made in the invitation to par- 
ticipate in these proceedings. These sug- 
gestions were: “What can the public 
accountant do to further improve finan- 
cial reporting to the S.E.C.?”; “Some 
current accounting problems with par- 
ticular emphasis on ‘pooling of inter- 
ests accounting’”; and “A discussion 
of common deficiencies in financial 
statements submitted to the S.E.C.” A 
survey of the literature produced by my 





ANDREW Barr, C.P.A. and Chief Ac- 
countant of the U.S. Securities and 
Exchange Commission, has served as 
president of the Federal Government 
Accountants Association and vice presi- 
dent of the American Accounting Asso- 
ciation. 

This article was originally presented as 
an address by the author before the 
June 1957 annual convention of the 


Michigan Association of CPAs. 
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predecessors in office reveals that all | 


of these subjects have been discussed 
from time to time either when in official 
or in alumni status. Current accounting 
problems and common deficiencies have 
been popular recurring subjects since 
Mr. Carman G. Blough’s official release 
No. 7 in the Commission’s Accounting 
Series, published in May 1938, listed 
many commonly cited deficiencies in 
financial statements filed under the Se- 
curities Act of 1933 and the Securities 
Exchange Act of 1934. Experienced 
practitioners should not need the advice 
this release contains, but the uninitiated 
should find it quite helpful. A similar 
study of deficiencies was _ reported! 
upon by Mr. William W. Werntz in 
1941, which was soon after the adoption 
of the Commission’s Regulation 5-X 
governing the form and content of finan- 


*The Securities and Exchange Comnis- 
sion, as a matter of policy, disclaims responsi- 
bility for any private publication by any of 
its employees. The views expressed herein 
are those of the author and do not necessarily 
reflect the views of the Commission or of the 
author’s colleagues upon the staff of the 
Commission. 
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cial statements for inclusion in most 
filings in the Commission except those 
of brokers or dealers in securities. A 
similar survey was made again in 1947 
and was reported upon by Mr. Earle 
C. King soon after he became chief 
accountant of the Commission.” Chang- 
ing conditions, the increase in volume 
of our work and the resulting increase 
in the number of registrants and their 
independent accountants, make it ap- 
propriate to consider some of the re- 
curring comments we find it necessary 
to make with respect to the financial 
statements being filed with the Commis- 
sion today. 


Cooperation and Assistance 


Afforded By SEC Staff 


The principal Acts administered by 
the Commission are the Securities Act 
of 1933, the Securities Exchange Act of 
1934, the Public Utility Holding Com- 
pany Act of 1935, and the Investment 
Company Act of 1940. The statements 
required in the Commission’s forms pre- 
scribed under these Acts are the conven- 
tional balance sheets, income and surplus 
statements and certain supporting sched- 
ules. The registration forms for new 
issues of securities usually require three- 
year income and surplus statements and 
in the prospectus to be delivered to the 
investor a summary of earnings for an 
appropriate period, usually not less than 
five years. 

The form and content of the required 
financial statements are set forth in 
Regulation S-X. This regulation does 
not purport to define accounting princi- 
ples. It describes the extent of the de- 
tailed information required in conven- 
tional terminology and present account- 
ing practice. It was worked out with 
the advice and cooperation of the ac- 
counting profession, and is under con- 
stant revision in the same spirit of co- 
operation. 
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The Securities Act provides that the 
financial statements required to be made 
available to the public through filing 
with the Commission shall be certified 
by “an independent public or certified 
accountant.” The other three statutes 
permit the Commission to require that 
such statements be accompanied by a 
certificate of an independent public ac- 
countant, and the Commission’s rules 
require, with minor exceptions, that they 
be certified. 

Staff consideration of financial state- 
ments to be filed with the Commission 
may be obtained at various stages in the 
processing of the filing. Questions may 
he answered by telephone or letter or 
in conference prior to the filing of ma- 
terial. These usually involve interpreta- 
tions of the instructions as to the finan- 
cial statements required by the various 
forms, and matters of accounting princi- 
ples where it is recognized that contro- 
versial issues may be present. 

After filing the registration state- 
ment, application, proxy statement or 
report. the staff examines the material 
and issues a letter of comment which 
contains, when necessary, suggestions 
for changes in the financial statements 
included in the filing; requests for addi- 
tional information in support of the 
accounting reflected in the statements; 
or in the case of annual and other 
periodic reports we may suggest that 
changes in presentation or more precise 
compliance with our regulations be fol- 
lowed in future filings. This latter 
course is taken when the form of the 
financial statements could be improved 
or the failures to comply completely 
with the instructions are of relatively 
minor significance and do not result in 
a misleading report of income or loss 
or misleading classification of accounts 
in the balance sheets and income state- 
ments, 
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Following receipt of the letter of 
comments the registrant may feel that 
the questions raised warrant reconsid- 
eration either in light of additional in- 
formation which may be furnished or 
because of the controversial or unique 
nature of the problem. Such _ recon- 
sideration may be by telephone. study 
of material furnished by letter. or in 
conferences. Conferences, whether be- 
fore or after a filing, may include rep- 
resentatives of the registrant, under- 
writers, counsel for both of these, and a 
representative of the accountants who 
are to certify the financial statements. 
On strictly matters it is 
essential that a complete understanding 
he reached with representatives of the 
registrant who are responsible for the 
financial statements and with the ac- 
countants who are to express their inde- 
pendent opinion with respect to them. 


accounting 


A paragraph from the Commission’s 
annual report to Congress for the fiscal 
year ended June 30, 1956. is pertinent 
at this point: “It is not the function 
of the staff of the Commission to pre- 
pare or rewrite registration statements. 
The members of the staff are readv to 
assist registrants when it appears that a 
bona fide effort has been made to pre- 
pare a registration statement meeting 
the standards of the Act and are as 
helpful as possible in suggesting what- 
ever may be needed by way of addi- 
tional information if the registration 
statement as filed is not entirely com- 
plete. But the Commission’s policy, in 
the public interest and for the protec- 
tion of investors, is immediately to com- 
mence stop-order proceedings in those 
cases in which the issuer and under- 
writer refuse to comply with, or ignore. 
the disclosure standards of the law or 
where the registration statement appears 
on its face to be false and misleading.” 

In keeping with this policy, account- 
ants and registrants who are embarking 


688 


on a first experience with the Commis. 
sion should become acquainted with 
pertinent sections of the law. ¢eneral 
regulations. the form on which the fil. 
ing is to be made and of course Regu. 
lation S-X. We have had cases where 
it was necessary to issue only one ac. 
counting comment: furnish revised 
financial statements complying with the 
regulations! 


The Commission’s Rules 

on Independence 

We have had a number of cases in 
the last few years which emphasize the 
necessity for practicing public account. 
ants to be familiar with the Commis. 
sion’s rules on independence. These 
cases show that frequently closely held 
corporations unexpectedly find it neces. 
sary or desirable to sell securities to 
the public in interstate commerce. thus 
becoming subject to the registration 
requirements of the Securities Act of 
1933, and that companies whose securi- 
ties have been traded on the over-the- 
counter market desire to list on a na- 
tional securities exchange, thus becom- 
ing subject to the financial reporting 
requirements of the Securities Exchange 
Act of 1934. Other companies may 
come under the jurisdiction of the Com- 
mission by making public offerings of 
their securities under Regulation A. 
which prescribes the simplified filing 
procedures for issues not in excess of 
$300,000. In the event that an ac- 
countant’s certificate is used in anv of 
these circumstances. the Commission’s 
tests of independence are applicable and 
compliance with generally accepted ac- 
counting and auditing standards is sub- 
ject to our scrutiny. 

The rule on independence for quali- 
fication of accountants practicing before 
the Commission is stated as follows: 


“(b) The Commission will not recog: 
nize any certified public accountant or 
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public accountant as independent who is 
not in fact independent. For example, 
an accountant will not be considered 
independent with respect to any person, 
or any affiliate thereof, in whom he 
has any financial interest, direct or in- 
direct. or with whom he is, 
during the period of report, connected 
as a promoter, underwriter, voting trus- 
tee. director, officer or employee. 


or was 


“(c) In determining whether an ac- 
countant is in fact independent with 
respect to a particular registrant. the 
Commission will give appropriate con- 
sideration to all relevant circumstances 
including evidence bearing on all rela- 
tionships between the accountant and 
that registrant or any affiliate thereof. 
and will not confine itself to the rela- 
tionships existing in connection with 
the filing of reports with the Commis- 


sion. * 


In order for an accountant to be 
independent under the Commission’s 


rules, he is prohibited from having any 
financial interest in the registrant or 
its affiliates. On the other hand, the 
rules of the American Institute of Certi- 
fied Public Accountants merely require 
disclosure of a substantial interest of 
the accountant if he renders an opinion 
on financial statements which are used 
as a basis of credit and prohibit own- 
ership of a substantial interest in an 
enterprise financed in whole or in part 
hy public distribution of securities. 
These two conflicting standards of inde- 
pendence often cause confusion. It has 
heen urged by some accountants that 
independence is a state of mind-—the 
accountant’s conscience—and that stand- 
ards of professional work should not be 
aflected by his financial interest in the 
registrant. However. the objective tests 
of independence to which certifving ac- 
countants are held by the rules of the 
Commission have been adopted for the 
purpose of avoiding both the opportun- 
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ity for, and the appearance of, bias 
and prejudice, or the possibility of 
undue influence on the part of a client. 

Public accountants whose practice in- 
volves the rendering of certificates based 
upon audits should be mindful that 
their clients may come under the juris- 
diction of the Commission. This may 
require certification of income state- 
ments for at least three years, and in 
some cases the client may desire certi- 
fied summaries of earnings for five or 
more years. Serious personal embar- 
rassment to the accountant and added 
expense for the client can be avoided 
if the accountant is sufficiently fore- 
sighted to disengage himself from any 
entangling relationships with his clients. 
With present day interest in developing 
services to management, care should be 
taken to maintain a clear distinction 
between the giving of advice to manage- 
ment and the making of decisions for 
management. 

In addition, the fact of coming under 
the Commission’s jurisdiction for the 
first time may require an extension of 
the audit program. Extension of audit- 
ing procedures to require confirmation 
of receivables and observation of in- 
ventory-taking was adopted by the pro- 
fession as a result of the McKesson 
affair. Our experience indicates that 
these procedures have frequently been 
omitted by companies attempting to 
register for the first time. Acquiescence 
in the client’s desire to reduce auditing 
costs while the company is closely held 
and not seeking public financing may 
he a disservice in the long run. 

During the process of clarifying the 
accountant’s status with respect to our 
rules on independence and his compli- 
ance with generally accepted auditing 
standards, it is our practice to request 
letters from the certifying accountants 
stating the facts upon which they rely. 
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The Accountants’ Certificate 

The accountants’ certificate is a sub- 
ject for comment perhaps more fre- 
quently than it should be. The standard 
short form of certificate meets the re- 
quirements of Rule 2-02 of Regulation 
S-X in most cases. When more than 
one accountant is relied upon, it is 
sometimes necessary to issue a reminder 
that certificates and consents of all the 
accountants are required. It is fre- 
quently necessary to call attention to 
the requirement that certificates be man- 
ually signed and accurate in all par- 
ticulars, such as specifying dates and 
statements covered. If the principal ac- 
countant assumes full responsibility for 
the work done by other accountants 
on divisions or subsidiaries of the 
registrant, his certificate should be clear 
on the matter as required by Rule 2-05. 
Whether or not the principal accountant 
assumes the responsibility for the work 
of the other accountant, he does, of 
course, assume responsibility as a part 
of his audit of the parent company for 
the propriety and consistency of the 
accounting principles and practices fol- 
lowed by the subsidiary and for the 
adequacy of the audit program and 
standing of the other accountants. Cer- 
tification by accountants of recognized 
standing known to the principal ac- 
countant presumably would require min- 
imum or no inquiries; however, upon 
first contact with unknown accountants 
appropriate inquiries must be made. 

Ambiguous opinions have also caused 
some trouble over the years. The phrase 
“subject to” is mentioned in Account- 
ing Series Release 7 to which I referred 
at the outset. These words are rarely 
acceptable. If an exception is intended, 
it should be clearly stated. If an expla- 
nation is being highlighted, the word- 
ing should be clear that no exception 
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is being taken. “Subject to” may be 
used with reference to some problem 





which cannot be resolved. such as the | 


effect of pending court or regulatory 
agency proceedings fully explained in 
the certificate or in a note to the finan- 
cial statements to which reference js 
made. Before leaving the certificate it 
may be well to reemphasize that any- 
thing the accountant wants to say about 
the financial statements or his audit 
should be said in the certificate. The 
financial statements, including the notes. 
are considered to be those of the man- 
agement, hence the notes should not 
contain language written from the point 
of view of the auditor—such as refer- 
ences by him to management or ex- 
planations of auditing procedures em- 
ployed. 


Form and Terminology 


Some of our suggestions which we 
believe are most heipful are best made 
in conference before filing. These are 
concerned with multi-company problems 
and improvement in the layout of the 
statements. Examples are columnar 
presentation of registrant and consoli- 
dated statements when both are re- 
quired, group statements, recasting to 
common fiscal periods, integration of 
notes, use of income statements for the 
summary of earnings and other devices 
for reducing the length of the prospectus 
with better presentation of material 
and a reduction in printing and mailing 
costs. In this connection we apply the 
provisions of Rules 3-01 to 3-05 of 
Regulation S-X relating to form, order, 
and terminology; immaterial items: in- 
applicable captions; combining of notes 
and grouping of subsidiaries and the 
provision of the various forms permil- 
ting deviations from specific instruc- 
tions when appropriate. Occasionally, 
however, registrants and their account 
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ants are overzealous in relying on these 
rules, particularly as to what is ma- 
terial. Often, a suggestion is made to 
restore information to a form given in 
prior filings. This may be the right 
place to mention that publication of 
financial statements in a report to stock- 
holders or elsewhere prior to filing them 
with the Commission does not preclude 
comment and a request for correction 
of the statements if such action appears 
to us to be necessary in the circum- 
stances. 


Adequate Disclosure 


The financial statements included in 
reports to stockholders and those pre- 
pared for filing with the Commission 
are substantially the same for many 
corporations. A common exception is 
that our rules require more disclosure 
in footnotes than is customary in reports 
to stockholders. Comments with re- 
spect to these notes are common. Addi- 
tional information frequently must be 
requested with respect to methods of 
pricing inventories, classification of 
plant assets, methods followed in meas- 
uring depreciation, depletion and amor- 
tization and methods of accounting for 
maintenance and repairs and the re- 
cording of disposition of assets. Notes 
relating to pensions, stock options, in- 
come taxes and restrictions on surplus 
frequently require expansion to meet 
the requirements of the rules. 


Adequate disclosure of these matters 
is essential to an understanding of the 
financial statements. This is particularly 
true when the accounting for signifi- 
cant items affecting the determination 
of income is treated differently for cor- 
porate reporting purposes and for in- 
come taxes. A number of cases have 
come to our attention in which sum-of- 
the-years-digits or declining-balance de- 
preciation has been claimed for tax 
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purposes but straight-line depreciation 
has been continued on the books with- 
out any adjustment for deferred taxes. 
The improvement in earnings resulting 
from this practice has been so large in 
some cases that amendment of the 
statements to include an additional 
amount equal to the tax benefit has been 
required on the grounds that failure to 
do so would make the statements seri- 
ously misleading. We have encountered 
very flexible concepts of materiality in 
some instances. In those cases in which 
the accelerated depreciation methods 
correspond with operating realities it 
appears that the books should reflect 
the basis used for the tax returns. 
Practice seems to vary by industries and 
has been influenced in the regulated in- 
dustries by the position taken by the 
federal or state commissions having 
primary accounting jurisdiction. 


Business Combinations 


Problems raised in connection with 
proposed business combinations are 
usually the subject of a prefiling con- 
ference on proxy material in which the 
proposal is to be placed before stock- 
holders for approval or on drafts of a 
registration statement covering an offer 
of exchange of shares. In clear cut cases 
these discussions may cover questions 
of presentation of financial data rather 
than of principle. Usually the parties 
involved know when they have a mar- 
ginal case and arrange a discussion be- 
fore printing rather than risk a conflict 
in views which might require reprint- 
ing to reflect, for example, “acquisition 
accounting” rather than a “pooling of 
interests” solution. Such a result may 
arise in a situation when factors favor- 
ing a “pooling of interests” solution 
have been deemed by the registrant to 
outweigh adverse evidence but we are 
more impressed with the latter. The 
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evidence is fairly clear at times that the 
result desired carries more weight with 
the registrant than the facts brought for- 
ward in support. 

The concept of “pooling of interests” 
accounting (which avoids the booking 
of goodwill as would be required in 
many “purchase” transactions and per- 
mits the combining of earned surplus 
of the constituent companies rather 
than “acquisition accounting”) has been 
recognized by the Commission for about 
fifteen years. At first this accounting 
was deemed appropriate when the cor- 
porations to be combined were of about 
equal size and were engaged in similar 
or complementary businesses. This lat- 
ter test is now outmoded with the empha- 
sis on diversification in corporate 
mergers, 

In 1945 the Commission considered a 
merger proposal in which all factors 
other than size clearly supported a 
pooling of interests solution. The re- 
sult was that goodwill was not recorded 
and the earned surplus of both com- 
panies was carried forward. In this case 
the assets and common stock equity of 
the smaller company were less than one- 
fifth and one-third respectively of the 
larger. From this point on, relative size 
was considered to be less important 
than other factors in considering whether 
a business combination was a pooling 
of interests or not. 


The significant next step in the case 
by case consideration of the problem by 
the Commission was raised in a pro- 
posed merger involving the possibility 
that a minority interest would remain 
after an exchange offer and the smaller 
company would continue as a subsidi- 
ary. It was concluded that in these 
circumstances it would be inappropriate 
to treat the transaction as a “pooling 
of interests” and therefore the earned 
surplus of the acquired company could 
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would have been negligible. 


Adhering to this interpretation that 
pooling of interests accounting was in. 
applicable when parties to a merger con- 
tinued in a subsidiary relationship led 
to a reconsideration of Section © of 


not be combined with that of the reg. 
istrant. On a purchase basis goodwill | 





Chapter 7 of Bulletin No. 43 which suc. . 


ceeded Bulletin 40 with only minor 
changes. Bulletin No. 48,4 published in 
January of this year, omits the require. 
ment of similar or complementary busi- 
ness and permits a pooling of interests 
when substantially all of the ownership 
interests in the constituent corporations 
continue and permits a subsidiary rela. 
tionship to survive “if no significant 
minority interest remains outstanding, 
and if there are important tax, legal, 
or economic reasons for maintaining 
the subsidiary relationship, such as the 
preservation of tax advantages, the 
preservation of franchises or other 
rights, the preservation of the position 


of outstanding debt securities, or the | 


difficulty or costliness of transferring | 


contracts, leases, or licenses.” The re- 
vision retains the tests of continuity of 
ownership and of management or power 
to control the management and intro- 
duces a specific test of relative size. 
Although relative size may not neces- 
sarily be determinative, the bulletin says 
that “where one of the constituent cor- 
porations is clearly dominant (for ex- 
ample, where the stockholders of one 
of the constituent corporations obtain 
90% to 95% or more of the voting 
interest in the combined enterprise). 
there is a presumption that the trans- 
action is a purchase rather than a pool- 
ing of interests.” 

As you would suspect, the first ques: 
tions raised under Bulletin 48 were with 
regard to the size test and minority 
interests. The first cases involved com- 
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hinations in which the smaller company 
fell in the range of 5% to 10% of the 
combined equity. No objection was 
raised to pooling of interests account- 
ing in these cases when it appeared that 
a strong case had been made under the 
other tests. We have objected to pool- 
ing of interests when the equity of the 
smaller company would be less than 
5%. On the minority interest question 
the words “substantially all” we con- 
strue as having the same meaning as in 
our definition of a totally-held subsidi- 
ary. This permits a minority of di- 
rectors’ qualifying shares and negligible 
amounts due to other causes. 


The Summary of Earnings 


The summary of earnings is gener- 
ally considered to be one of the most 
important parts of the prospectus. As 
such it must be prepared with great 
care in order that it not be misleading. 
Effective and fair disclosure of the re- 
sults of operations for interim periods 
is often troublesome, particularly when 
a companys operations are subject to 
marked seasonal variation. In other 
situations the effect of declining sales 
on earnings must be clearly disclosed. 

The staff, when examining the sum- 
mary of earnings, makes appropriate 
inquiry with respect to all uncertified 
interim periods in such summaries to 
determine the existence of any unusual 
conditions affecting the propriety of the 
presentation and the necessity for the 
inclusion of an appropriate previous 
period. If it appears that a significant 
decline in earnings may have occurred, 
unaudited interim figures to the latest 
practicable date and for the same in- 
term period in the previous year are 
requested. 

In addition to inquiries as to the trend 
of the business since the date of the 


financial statements and requests for 
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explanation of the results reported, it 
is often necessary to request that foot- 
notes be clarified, that the basis of 
calculation of earnings per share be 
stated, that retroactive adjustments of 
the accounts be made in the years af- 
fected, that the order of the statement 
be changed to emphasize significant 
factors and all too often that informa- 
tion specified in the instructions be 
furnished. 


Financial Statements Under 
Regulation A 


Financial statements used in offering 
circulars under Regulation A are ex- 
amined in the Commission’s regional 
offices. and comments, if any, are sent 
from these offices. Although these finan- 
cial statements are not required to be 
certified, it is not unusual to find that 
they are. In such cases the same tests 
of independence are applied to the ac- 
countant as pertain in other filings with 
the Commission. We do not recognize 
two standards. 

A common fault in financial state- 
ments furnished under Regulation A is 
excessive detail. This appears to be due 
in many cases to the use of material 
prepared for management with no effort 
made to edit and rearrange the ma- 
terial for the use of investors. 


Common deficiencies in the content 
of the financial statements include the 
use of written up values of assets; im- 
proper accounting for deferred charges: 
improper classification of items, usu- 
ally resulting in an overstatement of 
working capital; faimure to disclose the 
pledging of assets: inadequate descrip- 
tion of securities of the issuer; failure 
to disclose the basis of valuation of in- 
ventories and fixed assets; and failure 
to make appropriate accruals, especially 
in interim period statements. Many of 
these deficiencies appear in filings of 
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small companies under the 1933 and 
1934 Acts. 


Broker-Dealers in Securities 


A discussion of this kind would not 
be complete without some reference to 
broker-dealers in securities. At June 30, 
1956. there were 4,497 effective reg- 
istrations of brokers and dealers. of 
which 1,274 were in New York City. 
Of the total, 1.471 were corporations, 
1,306 were partnerships, and 1,720 
were sole proprietorships. Every reg- 
istered broker-dealer is required to file 
with the Commission during each cal- 
endar year a report of financial condi- 
tion. Under our present rules a sub- 
stantial number of these reports are not 
required to be certified by independent 
accountants. A proposal to amend the 
rule to limit the exemption and_ to 
clarify the filing date for the reports is 
now out for comment.® This release in- 
cludes a revision of an earlier proposal 
upon which comments had been re- 
ceived. However, further action on the 
original proposal was delayed pending 
the publication by the American Insti- 
tute of Accountants of a booklet en- 
titled “Audits of Brokers or Dealers 
in Securities” which was issued by the 
Committee on Auditing Procedure after 
several years of study. This booklet, 
which should fill the need for an au- 
thoritative guide in this specialized field 
of auditing, describes the special ac- 
counting records used by brokers and 
dealers, and auditing procedures and 
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forms of reports to be used in connec. 
tion with the examination of their hooks 
and records. 

The deficiencies which have been 
cited most frequently with regard to the 


reports of broker-dealers appear to be | 


due to a lack of knowledge of stock 
brokerage techniques with respect to 


the maintenance of securities accounts, 
At times deficiencies appear to arise | 
from the failure of accountants to read | 


the applicable rules and to comply with 
the instructions in the forms. The book- 
let to which I have referred was pre. 
pared by an Institute committee at the 
suggestion of the Commission’s staff. It 
is hoped that it will receive wide circu- 
lation among accountants serving brok- 
ers and dealers and that the result will 
be improved reports filed with the 
Commission. 
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Official Release 


Accounting and Reporting Standards for 
Corporate Financial Statements 


Issued as the 1957 Revision by the Committee on Concepts 
and Standards Underlying Corporate Financial Statements, 


American Accounting Association. 


In June, 1936, the Executive Com- 
mittee of the American Accounting As- 
sociation issued a “Tentative Statement 
of Accounting Principles Affecting Cor- 
porate Reports.” This was followed, in 
1941, by a revision entitled “Account- 
ing Principles Underlying Corporate Fi- 
nancial Statements” and, in 1948, by a 


second revision entitled ‘Accounting 
Concepts and Standards Underlying 


Corporate Financial Statements.” 


In 1949, a Committee on Concepts 
and Standards Underlying Corporate 
Financial Statements was appointed to 
consider special problems relevant to 
financial reporting. Subsequently, eight 
Supplementary Statements were issued 
by this Committee and published in 
THe Accountine Review as follows: 


1. Reserves and Retained Income (April, 


1951) 
2, Price Level Changes and Financial State- 
ments (October, 1951) 


3. Current Assets and Current Liabilities 


(January, 1952) 
4. Accounting Principles and Taxable Income 
(October, 1952) 
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5. Accounting Corrections (April, 1954) 
6. Inventory Pricing and Changes in Price 

Levels (April, 1954) 

7. Consolidated Financial Statements (April, 

1955) 

8. Standards of Disclosure for Published Fi- 

nancial Reports (July, 1955) 

In 1955, the Committee was assigned 
the task of revising the 1948 Statement. 
The accompanying report is the result. 
It was prepared after careful study of all 
prior statements, and certain portions of 
these, particularly of the Supplementary 
Statements, have been included. 

The Executive Committee of the Asso- 
ciation has accepted this revision for 
publication; however, responsibility for 
it rests entirely with the Committee on 
Concepts and Standards Underlying 
Corporate Financial Statements. 


I 


Introduction 
The primary function of accounting is 
to accumulate and communicate infor- 
mation essential to an understanding of 
the activities of an enterprise, whether 
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large or small, corporate or non-cor- 
porate, profit or non-profit, public or 
private. To accomplish this function 
most effectively, accounting must de- 
velop within a definite framework of 
concepts and standards. The purposes 
of this Statement are to present the con- 
cepts fundamental to accounting, and to 
suggest standards to which general-pur- 
pose reports to stockholders and others 
interested in corporate business enter- 
prise should conform, and by which 
existing accounting practice may be 
judged. Thus it may contribute to the 
orderly development of accounting. 
Accounting procedures and_ reports 
are based on the premise that quantita- 
tive data provide an effective means of 
description and are basic to the com- 
munication of qualitative information 
about the enterprise. Although many of 
the significant facts of business can be 
dealt with in accounting, others cannot 
be expressed in financial terms within 
the scope of accounting reports. There- 
fore accounting data ordinarily are most 
useful if supplemented by other types 
of statistical data and by relevant non- 
quantitative information. 
The corporation is the dominant 
medium for pooling and utilizing eco- 
nomic resources contributed by in- 
vestors. Although some corporations are 
actually little more than proprietorships 
or partnerships operating under the cor- 
porate form in order to obtain certain 
tax or other advantages, others are large 
in size and scope of activity, control 
significant quantities of economic re- 
sources, produce major shares of in- 
dustry outputs, and issue various kinds 
of securities widely held and actively 
traded in the financial markets. In these 
latter cases, there is both a substantial 
separation of enterprise ownership from 
management and a wide public interest 
in the corporation’s affairs. It is with 
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the financial reports of such corpora. 
tions that this statement is primarily 
concerned. 


Il 
Underlying Concepts 


Financial statements are based on con- 
ventions derived from experience. ‘I hese 
conventions represent the accountant’s 
best efforts to meet recognized needs in 
the most useful manner. Underlying the 
conventions of accounting are a number 
of concepts: business entity, enterprise 
continuity, measurement, and 
realization. 


money 


Business Entity 

A business entity is a formal or in- 
formal unit of enterprise—a collection 
of economic goods and services and a 
group of persons—organized to accom. 
plish certain express or implied pur- 
poses. The activities of such an entity 
are usually oriented toward profit ob- 
jectives and, in broad outline, involve 
the acquisition of goods and services. 
the transformation of these acquisitions, 
and the delivery of the resulting outputs 
to market. Accounting procedures and 
financial reports are concerned with 
specific business entities and their ac- 
tivities. 

The entity concept assumes the pre- 
dominance of the economic aspects of 
business organization. Thus it may be 
preferable that one set of financial re- 
ports cover the status and operating re- 
sults of a number of affiliated corpora- 
tions. The business entity concept 
provides a basis for identifying eco- 
nomic resources and_ activities with 
specific enterprises, and thus for de- 
fining the area of coverage appropriate 
to a given set of records or reports. 


s 


Enterprise Continuity 
The “going concern” concept assumes 
the continuance of the general enter- 
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prise situation. In the absence of evi- 
dence to the contrary, the entity is 
viewed as remaining in operation in- 
definitely. Although it is recognized 
that business activities and economic 
conditions are changing constantly, the 
concept assumes that controlling envi- 
ronmental circumstances will persist suf- 


ficiently far into the future to permit 
existing plans and programs to be car- 


ried to completion. Thus the assets of 
the enterprise are expected to have con- 
tinuing usefulness for the general pur- 
pose for which they were acquired, and 
its liabilities are expected to be paid at 
maturity. 

To the extent that termination of im- 
portant activities can be predicted with 
assurance, a partial or complete aban- 
donment of the assumption of con- 
tinuity is in order. Otherwise, the as- 
sumption provides a reasonable basis 
for presenting enterprise status and per- 
formance. 


Money Measurement 


The monetary unit is the principal 
unit of measure employed in accounting 
to record and report information about 
business events. It is the simplest and 
most adaptable common denominator 
in which business transactions may be 
expressed, and its use facilitates the 
summarizations and comparisons essen- 
tial to effective reporting. 

Money amounts in financial reports 
are intended to reflect economic events, 
and are useful only to the extent that 
they are reasonable representations of 
these events. Because money has mean- 
given level 
substantial 


ing only with respect to a 
and structure of prices, 
changes in prices affect the compara- 
bility of money amounts. Under such 
conditions, any unadjusted money meas- 
urement should be interpreted in the 
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light of the price situation extant at 
the time of the transaction in which it 
originated. 


Price derives from the exchange of 
specific goods and services under actual 
market conditions and is prima facie 
evidence of the money value of such 
goods and services at the time of ex- 
change. Under certain circumstances, 
the price experienced in one transaction 
may be applied to similar or related 
items, but a price does not apply with- 
out reservation to any and all assets 
of a given kind. Nor can it be as- 
sumed that price is necessarily a final 
and thoroughly objective measure of 
value. The circumstances surrounding 
a given market situation or transaction 
may affect the meaning and usefulness 
of price data. Despite these limitations, 
price is at least indicative of value at 
time of exchange. and as such is a great 
aid in the quantification of business data 
for accounting purposes. 


Under conditions of exchange in- 
volving a substantial time lag between 
purchase or sale and ultimate payment, 
the effective exchange price may be de- 
fined as the amount of the expected 
payment discounted to its present worth 
at an appropriate rate of interest. 


Realization 


The essential meaning of realization 
is that a change in an asset or liability 
has become sufficiently definite and ob- 
jective to warrant recognition in the 
accounts. This recognition may rest on 
an exchange transaction between inde- 
pendent parties, or on established trade 
practices, or on the terms of a contract 
performance of which is considered to 
be virtually certain. It may depend on 
the stability of a banking system, the 
enforceability of commercial agree- 
ments, or the ability of a highly or- 


697 








Accounting and Reporting Standards for Corporate Financial Statements 


ganized market to facilitate the conver- 
sion of an asset into another form. 


III 


Assets 

Assets are economic resources devoted 
to business purposes within a specific 
accounting entity; they are aggregates 
of service-potentials available for or 
beneficial to expected operations. The 
significance of some assets may be 
uniquely related to the objectives of the 
business entity and will depend upon 
enterprise continuity. 

Assets may be acquired in various 
exist in numerous 
different 


ways; they may 
forms: and they may 
degrees and kinds of usefulness to the 
enterprise. Because of these facts, there 
are various criteria for asset recogni- 
tion, classification, and measurement. 


have 


Recognition 

Typically, the initial appearance of 
an asset within an entity is the result 
of an exchange transaction in which 
terms and amounts established by nego- 
tiation are supported by documents and 
market data. This tends to make the 
transaction unambiguous and objective, 
and the requirements for measurement 
are met clearly and directly. 

Assets may be converted from one 
form to another within the area of en- 
tity operations, and the amounts of 
assets may be reclassified as service po- 
tentials are converted. Even though re- 
classifications do not imply aggregate 
asset increase, they should be based 
upon objective data. The facts of pro- 
duction are the basis for cost-assign- 
ments in inventory. 

Any increase or decrease in the ag- 
gregate amount of assets should be cor- 
roborated by a market transaction or its 
equivalent. For example, discovery, gift 
or donation, the processes of accrual or 
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accretion, and (under certain 
tractual arrangements) production. may 
entail recognition of new assets. I) all 
cases the requirements of objective meas. 
urement should be met; the concept of 
realization provides general standards 
for the recognition of asset increases. 


con- 


Measurement 


The value of an asset is the money- 
equivalent of its service potentials. Con. 
ceptually, this is the sum of the future 
market prices of all streams of service 
to be derived, discounted by probability 
and interest factors to their present 
worths. However. this conception of 
value is an abstraction which yields but 
limited practical basis for quantifica- 
Consequently, the measurement 
of assets is commonly made by other 
more feasible methods. 


tion. 


Monetary assets—cash or claims to 
cash—should be expressed in terms of 
expected cash receipts adjusted for col- 
lection delay where significant. Cash 
on hand, demand deposits, and _short- 
term government receivables are readily 
expressed in such terms because the 
force of interest and the uncertainty of 
collection are negligible. Other claims 
to cash may require adjustment to meas- 
ure current realizable amounts. Ac- 
counts or notes receivable should be 
discounted for stated or implied interest 
factors, if material; they should also 
be reduced by allowances to cover 
shrinkage on collection. Still other cash- 
claims may involve equitable considera- 
tions, as in the measurement of re- 
ceivables arising from long-term con- 
struction contracts on a percentage of 
completion basis. In every case, how- 
ever, the amount of monetary assets 
should be based on discernible, meas- 


ureable, and reasonably certain col- 

lection and availability of cash. 
Non-monetary assets — inventories. 
October 
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plant, long-term investments, and de- 
ferred items generally—are not as amen- 
able to accurate money measurement. 
Such assets are typically stated at ac- 
quisition cost or some derivative thereof. 
Assuming a free market, acquisition cost 
expressed in the bargained price of an 
asset is presumed to be a satisfactory 
quantification of future service expecta- 
tions at the time of acquisition. Bar- 
gained price is the objective and deter- 
minable result of a completed transac- 
tion, and it tends to reflect the unique 
relation of the asset to the entity at the 
time of the transaction. 

Acquisition cost is the amount of 
cash or its equivalent stated or implied 
in the acquisition price, the amount 
given up for the items or services ac- 
quired. Assets that are acquired without 
a stated money consideration, or 
through transactions which do not re- 
sult in an objective price, are measured 
by either the market price of the con- 
sideration given for the new asset or 
the exchange price of the new asset as 
established in the market. When there 
is no market price for either the con- 
sideration given or the asset acquired, 
appraisal by independent parties may be 
the best way to quantify the asset ac- 
quisition. 

Acquisition costs derived from prices 
established in market transactions may 
be used to quantify events occurring 
within the entity in the process of trans- 
forming acquired goods and services 
into product for delivery to the market. 
Thus the cost of a manufactured product 
is the sum of the acquisition costs rea- 
sonably traceable to that product and 
should include both direct and indirect 
factors. The omission of any element 
of manufacturing cost is not acceptable. 


Modification of acquisition cost may 
be occasioned by recognition of such 
factors as depreciation, depletion, or ob- 
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solescence. Any decline in the service 
potential of plant and other long-term 
assets should be recognized in the ac- 
counts in the periods in which such 
decline occurs. Unless they represent 
reasonable allocations of cost, neither 
traditional policies nor maximum 
charge-offs allowed under tax regula- 
tions should be permitted to control 
such estimates. 

The aim of all measurements of assets 
is to state the amount of available ser- 
vice potential in the most objective and 
realistic terms. Amounts so stated should 
be carried forward unchanged, except 
for modifications as described, in order 
to provide a statistical base for com- 
parison and interpretation. Adjustments 
for price level change, for instance, can 
be made meaningful only when the un- 
derlying asset amount is objectively 
stated. 

When the service potential of a given 
asset is no longer available to the en- 
terprise, whether transferred by sale, ex- 
hausted through use, or dissipated by 
obsolescence or damage, the acquisition 
cost of the asset, as modified by events 
subsequent to acquisition, should be 
eliminated from the accounts and any 
final gain or loss on disposition rec- 
ognized, 


IV 


Income Determination 


In modern accounting, income is de- 
termined for stated periods which are 
typically shorter than the life span of the 
enterprise. Since the useful lives of as- 
sets frequently extend over several pe- 
riods, and since business transactions 
are not at uniform stages of completion 
at the ends of such periods, the deter- 
mination of income is a complex ac- 
counting operation requiring the use of 
estimates and the exercise of judgment. 
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The realized net income of an enter- 
prise measures its effectiveness as an 
operating unit and is the change in its 
net assets arising out of (a) the excess 
or deficiency of revenue compared with 
related expired cost and (b) other gains 
or losses to the enterprise from sales, 
exchanges, or other conversions of as- 
sets. Interest charges, income taxes, and 
true profit-sharing distributions are not 
determinants of enterprise net income. 

In determining net income to share- 
holders, however, interest charges, in- 
come taxes, profit-sharing distributions, 
and credits or charges arising from such 
events as forgiveness of indebtedness 
and contributions are properly included. 
In financial reports and 
alike, care should be exercised to indi- 
cate whether enterprise net income or 
net to the shareholders 


issue. 


discussions 


income is at 


Revenue 


Revenue, the principal source of re- 
alized net income, is the monetary ex- 
pression of the aggregate of products 
or services transferred by an enterprise 
to its customers during a period of time. 
In accounting for revenue, the two cen- 
tral questions are the timing of revenue 
recognition and the determination of 
amount. 

If a tangible product is furnished by 
the enterprise to its customers, revenue 
should normally be recognized at the 
time of sale. An extended collection 
period or the necessity for substantial 
eilort by the enterprise subsequent to 
sale may create problems of measure- 
ment without affecting the propriety of 
recognizing revenue on the basis of the 
sale. In the manufacture of special items 
a contract basis, revenue may 
recognized as appropriate to the prog- 
ress of the work and the terms of the 
If a service is furnished by 


on be 


contract. 
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the enterprise to its customers, revenue 
normally should be recognized at the 
time of performance. Performance may 
be identified with the passage of time, 
with a specific act, or with a combina- 
tion of time and specific act. 

Revenue is measured by the price es- 
tablished in the transaction with the 
customer after making appropriate al- 
lowance for any prolonged collection 
period. All discounts, trade allowances, 
other reductions of billed prices 
should be treated as adjustments of 
the revenue figure to which they apply, 


or 


Expired Costs 


Expired costs are those having no dis. 
cernible benefit to future operations, 
They may be classified as “expense” or 
Expense is the expired cost. di- 
rectly or indirectly related to a given 


“loss.” 


fiscal period, of the flow of goods or 
services into the market and of related 
Loss is expired cost not 
beneficial to the revenue producing ac- 
tivities of the enterprise. 

The basic questions concerning cost 
expirations are the time of recognition 
and the determination of amount, Rec- 
ognition of cost expiration is based 
either on a complete or partial decline 
in the usefulness of assets, or on the ap- 
pearance of a liability without a corre- 
sponding increase in assets. The service 
potential of assets may decline becaus: 
of transfer of title, gradual or abrupt 
physical deterioration, consumption of 
potential through 
though no physical change is apparent. 
or economic deterioration because of 


operations. 


service use even 


obsolescence or change in consumer de- 
mand. The issuance of product guar- 
antees, notice of adverse court rulings. 
and similar events establishing the exist- 
ence of liabilities likewise call for rec- 
ognition of cost expirations. 

In the majority of companies. the 
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most important category of expense is 
the cost of goods sold. Ideally, the 
measurement of this expense should ac- 
complish three related objectives: 


]. report in current terms the cost 
of products and services transferred to 
customers during the period; 


2. report in current terms the costs 
present in inventories at the end of the 
period ; 


3. identify the gains or losses result- 
ing from price changes. 


The methods of inventory pricing in 
common use achieve these objectives in 
varying degrees. For example, LIFO 
usually reflects cost of goods sold in 
relatively current terms, but fails to do 
the same for inventories, and does not 
disclose the results of price changes. 
FIFO and average cost methods are rea- 
sonably satisfactory in many cases with 
respect to the pricing of inventories. 
They also reflect the effects of price 
changes but bury this information in 
the cost of goods sold figure, thereby 
failing to distinguish between trading 
profit or loss and the gains or losses 
from price movements. Standard cost 
methods can accomplish the objectives 
set forth above, but the results of these 
procedures typically are adjusted to 
historical outlay cost in published finan- 
cial reports. 


Income Tax 


The law relevant to income taxation 
should conform as closely as practicable 
to accounting principles of net income 
determination. However, tax objectives 
are inevitably somewhat different from 
those of accounting, and continuing dif- 
ferences between reported and taxable 
business earnings are to be expected. 

In any given period, some differences 
may be attributable to the inclusion or 
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exclusion for tax computation of revenue 
or expired cost recognized under ac- 
counting principles as net income deter- 
minants in earlier or later periods. Since 
such differences are often significant, 
and since they may give rise to expecta- 
tions of wholly or partially off-setting 
differences in later periods, they should 
be disclosed. 

Disclosure is sometimes accomplished 
by recording the differences as prepay- 
ments (given an expectation of future 
tax savings) or accruals (given the op- 
posing prospect). However, these items 
do not present the usual characteristics 
of assets or liabilities; the possible fu- 
ture offsets are often subject to unusual 
uncertainties: and treatment on an ac- 
crua! basis is in many cases unduly 
complicated. Consequently, disclosure 
by accrual may be more confusing than 
enlightening and is therefore undesir- 
able. 


V 


Equities 

Corporation accounts and reports cus- 
tomarily reflect creditor and stockholder 
interests, both of which are referred to 
in this Statement as “equities.” 

The interests or equities of creditors 
(liabilities) are claims against the en- 
tity arising from past activities or events 
which, in the usual case, require for 
their satisfaction the expenditure of cor- 
porate resources. The interests or equi- 
ties of stockholders represent residual 
claims to corporate assets, although par- 
ticular classes of stock may, by con- 
tractual arrangement, be assigned dif- 
ferent priorities. For example, an issue 
may have priority in income distribu- 
tions but not in liquidating distributions. 

The discharge of a liability at a deter- 
minable date is normally required by 
contract or intent of parties. Such a 
requirement is not a characteristic of 
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stockholders’ equities. However, a par- 
ticular corporate security may combine 
some of the characteristics of both credi- 
tor and stockholder interests. Equities 
should be reported in financial state- 
ments in a manner which emphasizes 
their dominant characteristics. 

Equities should be accorded account- 
ing recognition in the period in which 
money, goods, or services are received 
or obligations incurred, and should be 
measured initially by the agreed cash 
consideration or its equivalent. The 
elimination of an equity should be rec- 
ognized in the period in which it ceases 
to exist. 

Differences between the consideration 
received and the amount payable in 
settlement of a liability at maturity 
should be amortized systematically as a 
part of the periodic interest. Any dif- 
ference between the amortized amount 
of a liability as reflected in the accounts 
and the amount of assets released or 
equities created should be recognized 
as a gain or loss in the period of liqui- 
dation. When a liability is discharged 
by conversion to a stock equity, the 
market value of the liability is ideally 
the measure of the new equity created. 
However, if a reliable market price for 
the liability is not available, the market 
value of the stock issued may be used. 

The acquisition of its own shares by 
a corporation represents a contraction 
of its capital structure. However, statu- 
tory requirements are particularly re- 
strictive in this area of corporate ac- 
tivity and, to an important degree, are 
controlling in the reporting of such 
transactions. Preferably, the outlay by a 
corporation for its own shares is reflec- 
ted as a reduction of the aggregate of 
contributed capital, and any excess of 
outlay over the pro-rata portion of con- 
tributed capital as a distribution of re- 
tained earnings. The issuance of reac- 
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quired shares should be accounted for 
in the same way as the issuance of pre. 
viously unissued shares, that is, the en. 
tire proceeds should be credited to con. 
tributed capital. 


VI 


Standards of Disclosure 

The use by investors of published f. 
nancial statements in making _ invest 
ment decisions and in exercising control 
over management should be considered 
of primary importance. It seems rea- 
sonable to assume that those using f- 
nancial statements for these purposes 
will be willing and competent to read 
them carefully and with discrimination, 
Special consideration should be given 
to such matters as the extent of dis- 
closure desirable and feasible, the means 
for achieving adequate disclosure, and 
the attainment of comparability over 
time and among companies. 


Extent of Disclosure 

The results of all transactions occutr- 
ring within the period reported on should 
be presented in financial statements; the 
results or character of specific ‘transac- 
tions or groups of transactions should 
be reported to the extent that a knowl. 
edge of such information is significant 
to an investor. 

The reports for the period will en- 
compass not only those transactions 
which arise from operations of the pe 
riod, but also some transactions com: 
pleted during the period and related 
to activities of prior periods. Transac- 
tions relating to current operations 
should be reported as components of 
realized net income of the period. In- 
come-determining transactions recog: 
nized in the current period but primarily 
relating to prior activities should not 
affect the determination or reporting of 
realized net income of the period. 
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In some cases there may be a clear 
indication of a change in an asset or 
liability although the criteria for realiza- 
tion established in the trade or industry 
have not yet been met. Such changes 
not yet realized should be disclosed in 
fnancial reports but should not be per- 
mitted to affect the amount of realized 
net income. 

Inferences to be drawn from financial 
statements are often subject to modifica- 
tion by reason of events occurring after 
the statement date. Accordingly, dis- 
closure may be inadequate if such in- 
formation is not revealed. Similarly, in- 
formation concerning transactions such 
as stock options, pension plans, and 
long-term lease agreements, the results 
of which have not been reflected in the 
accounts as of the statement date, should 
be disclosed. 

In the selection of classifications, in 
planning the extent of summarization, 
in giving emphasis to or omitting infor- 
mation, and in determining periodic net 
income, materiality is often a deciding 
factor. Materiality, as used in account- 
ing, may be described as a state of rela- 
tive importance. The materiality of an 
item may depend on its size, its nature, 
or a combination of both. An item 
should be regarded as material if there 
is reason to believe that knowledge of it 
would influence the decisions of an in- 
formed investor. 


Means of Disclosure 

Adequacy of disclosure is in part de- 
pendent on the form of presentation, 
which should be so designed as to en- 
hance the reader’s understanding of the 
data and to minimize the possibility 
of misinterpretation. Classification, ar- 
rangement, and summarization should 
be employed to indicate similarity, dis- 
similarity, relative importance, and in- 
lerrelationships among the data _pre- 
sented. 
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Supporting schedules and supplemen- 
tary exhibits should accompany the 
conventional accounting statements 
whenever their use will promote fuller 
understanding. For example, manufac- 
turing statements, analyses of cost- 
volume-profit relationships, schedules of 
changes in property and allowances for 
depreciation, and statements of the flow 
of funds are recommended as means of 
disclosure. 

In the absence of special circum- 
stances, consolidated financial _ state- 
ments are useful representations of 
financial position and results of opera- 
tions when a dominant central interest 
exists in two or more companies and 
is accompanied by administrative con- 
trol of their activities and resources. 
The existence of a dominant central 
financial interest is usually clearcut and 
recognizable. When the existence of 
such an interest is not obvious, decision 
relative to consolidation involves con- 
sideration of factors such as the amount 
and type of share ownership among 
affiliates, representation on the board 
of directors, and restrictive legislation. 
In most cases, single ownership of a 
majority of the voting shares outstand- 
ing is sufficient to establish a prima facie 
case that a dominant central financial 
interest exists. 

The object of consolidated statements 
is to describe the financial activities and 
position of a group of companies as if 
they were a single entity. All reciprocal 
accounts and any gain or loss on inter- 
company transactions unrealized at the 
balance sheet date from the point of 
view of the affiliated group as an entity 
should therefore be eliminated. 

Complete financial statements should 
be made available to investors at least 
once a year and as promptly after the 
close of the reporting period as feasible. 
Because timeliness of reporting is an 
essential element of adequate disclosure. 
important financial developments should 
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be reported promptly through interim 
statements or by other meaas. 

This Committee does not urge the 
employment of any particular financial 
statements in any specific forms. Rather, 
attention is directed to the standards 
by which the adequacy of disclosure, 
however accomplished, may be judged. 
Traditional statement forms. modifica- 
tions of such traditional forms, or 
entirely new reports may be called for. 
However, changes in accounting tech- 
niques inevitably conflict with the ob- 
jective of comparability and should be 
introduced only after careful delibera- 
tion. 


Comparability 

Because the effective use of financial 
statements involves interperiod and in- 
t-rcompany comparisons, comparability 
of data over time and among companies 
is important. The principal barriers to 
such comparability are distortions re- 
sulting from price fluctuations and vari- 
ations in accounting methods. 

Until reasonably uniform principles 
of adjustment for price changes are 
commonly accepted, investors should be 
furnished such supplementary data as 
would be helpful in evaluating the sig- 
nificance of price fluctuations in the 
interpretation of financial reports of 
the particular enterprise. Supplementary 
data may be reported to reflect the 
effect of price changes in the specific 
assets held by the enterprise during the 
period, to show the effect upon the 
enterprise of movements in the general 
price level, or to achieve both purposes. 
Adjustment for individual price changes 
may be effected by determinations of 
replacement cost or by the use of spe- 
cific adjustment for 
changes in the purchasing 
power of money requires the use of gen- 
eral rather than specific price indexes. 

Uniformity of accounting method is 
neither expected nor necessarily desir- 


price indexes; 


general 
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able. but reasonable comparabiliiy of 
reported data is essential. Therefore, 
when methods are changed _ between 
periods, the data necessary for adjust. 
ing current information to the _ basis 
previously employed should be _ pro. 
vided. Moreover. when alternative prac. 
tices in common use give materially 
different results, the practice adopted 
should be stated and the data required 
to achieve reasonable comparability 
should be supplied. . 


Dissents To The 1957 Revision 


The following dissents indicate points 
on which a majority of the committee 
membership reached agreement but on 
which unanimity was unattainable. 


1. The definition of product cost 
given in Section III is so framed as to 
deny the acceptab‘lity, with reference 
to published financial reports, of those 
procedures known as “direct costing.” 
“Direct costing” does not exclude from 
product inventories those manufactur- 
ing costs directly attributable to cur 
rent production, that is, varying with 
changes in the rate of manufacturing 
operations; it does exclude fixed manv- 
facturing costs, on the ground that such 
invariant elements (like general admin- 
istration ought to appear as 
expense of the period in which they 


costs ) 


are incurred. 

Mr. Hill and Mr. Vatter dissent from 
the majority position that direct costing 
is not an acceptable practice of account- 
ing measurement. They believe that 
assets are indeed “service-potentials 
available for, or beneficial to, expected 
operations’, and that asset measure: 
ment based on this definition need not 
include costs which must be incurred 
regardless of production or sale. They 
therefore conclude that direct costing 
is at least as acceptable in accounting 
theory as is the conventional “full cost- 
concept. Moreover, they believe 


ing” 
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that the use of direct costing procedures 
will, in many cases, yield results more 
useful to investors as well as to man- 


agement : 


2. Mr. Vatter contends that the 
definition of income, which is an ac- 
ceptance of both the entity and_ the 
proprietary viewpoints, is confusing. 
Indefinite as the concept of income is, 
even under the best of circumstances, 
it is not made clear by the mere admo- 
nition to specify which “income” is at 
issue. 

He agrees that realization is properly 
included in the definition, as an essen- 
tial element in the determination of 
income. However, the only ways in 
which shareholders can realize income 
are (a) by receiving cash or other 
property as a distribution of corporate 
(b) by transferring their 
equities — usually to third parties in 
market transactions —for an amount 
greater than cost. “Net income to share- 
therefore confusing, for 
there can be no 


income, or 


holders” is 
without realization 
income. 

The dual definition implies that cer- 
tain items fall clearly within the prov- 
ince of one or the other kind of income: 
in the dissenter’s opinion, such divi- 
sions are quite difficult. For example. 
contributions with specified or implied 
restrictions (such as location of a plant. 
maintenance of a payroll, or other sim- 
ilar conditions) should be treated as 
invested capital—even after the restric- 
tions have been met. Grants in aid are 
not income, because of their special and 
non-recurring nature. Yet, contributions 
made without reservation, intended to 
cover current operating costs (in hospi- 
tals, foundations or similar enterprises ) 
are properly included in corporate 
income. 

Forgiveness of debt, stock options. 
share transactions, and other 
dilutions of equities 


treasury 
adjustments or 
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may imply gains or losses for those 
investors involved, but they should not 
determine income. Not only do such 
adjustments fail to meet the realization 
criterion; they are not (and perhaps 
cannot) be measured and_ reported 
clearly by means of accounting. Charges 
and credits in this group should be 
shown (along with corporate income 
taxes, interest charges, profit-sharing 
bonuses, preferred and common divi- 
dends) as dispositions of income or 
equity-transfers, rather than as deter- 
minants of a “net income to  share- 
holders.” 

The position taken here would also 
entail certain minor changes in wording 
elsewhere in this statement. However, 
this dissent is concerned with the over- 
all concept of income, not the particular 
words in which it may be expressed. 


3. Mr. Moonitz dissents to the re- 
porting standards set forth in the sec- 
tion on Income Tax. He feels that the 
recognition of revenues or expenses in 
one period for business purposes and 
in an earlier or later period for tax 
purposes requires the recognition of the 
related accruals or prepayments of 
income tax — accruals or prepayments 
which should be reflected in the ac- 
counts and the financial statements them- 
selves, and not relegated to the limbo 
of a footnote. He maintains that the 
prospects of substantial reduction or 
repeal of the corporate income tax are 
negligible, and that the prospects of 
profitable operation of corporate enter- 
prise are extremely high. As a conse- 
quence, the future tax obligation or 
benefit is sufficiently certain to warrant 
inclusion in the accounts and financial 
statements. 


Although responsibility for the 1957 
Statement rests entirely with the Com- 


705 





x 
Accounting and Reporting Standards for Corporate Financial Statement. . 
mittee on Accounting Concepts and liminary drafts and have offered com. A 
Standards, acknowledgment of the as- ments and suggestions. 
sistance and advice of others is appro- : , ; 
; ne ‘ ‘ Committee on Accounting 
priate. Professors George R. Husband : s Con 
: 2 : Concepts and Standards 
and Daniel Borth were appointed to 
the Committee in 1955 and made sub- R. K. Mautz (Chairman) 
stantial contributions to its work before Homer A. BLACK 
they withdrew because of other obliga- SipNEY Davipson 
tions. Advisors to the Committee and Tuomas M. HILu ; 
: - ‘ . ies : Cor 
various members of the Executive Com- Maurice Moonitz F 
mittee of the American Accounting FRANK P. SMITH ( 
Association have read some of the pre- WituiaM J. VATTER req 
soli 
es the 
ret 
sire 
_ firs 
Internal Auditing Cor 
Internal auditing is an independent appraisal activity within an bin 
organization for the review of accounting, financial and other operations con 
as a basis for service to management. It is a managerial control, which ie 
functions by measuring and evaluating the effectiveness of other controls. sub 
The over-all objective of internal auditing is to assist all members of or 
management in the effective discharge of their responsibilities, by furnish- mo 
ing them with objective analyses, appraisals, recommendations and_per- ith 
tinent comments concerning the activities reviewed. The internal auditor el 
therefore should be concerned with any phase of business activity wherein all 
he can be of service to management. The attainment of this over-all pol 
objective of service to management should involve such activities as: h 
e 
Reviewing and appraising the soundness, adequacy and application affi 
of accounting, financial and operating controls. the 
—Ascertaining the extent of compliance with established policies, ° 
plans and procedures. by 
—Ascertaining the extent to which company assets are accounted for, it, 
and safeguarded from losses of all kinds. or 
—Ascertaining the reliability of accounting and other data developed ca 
within the organization. I 
—Appraising the quality of performance in carrying out assigned stai 
responsibilities. or! 
cor 
Internal auditing is a staff function rather than a line function. by 
Therefore the internal auditor does not exercise direct authority over other ea 
persons in the organization, whose work he reviews. Ber 
The internal auditor should be free to review and appraise policies, 
plans, procedures, and records; but his review and appraisal does not me 
in any way relieve other persons in the organization of the responsibilities at 
assigned to them. Ae 
Excerpts from the STATEMENT OF THE Re- ber 
SPONSIBILITIES OF THE INTERNAL AUDITOR, of 
The Institute of Internal Auditors, 1957. 
Mr. 
cer 
in 
195 
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New York State Tax Forum 


Conducted by BENJAMIN Harrow, C.P.A. 


Combined Franchise Tax Returns 


Combined Reports—When Required; 

Stock Ownership Test 

Closely affiliated corporations may be 
required to file what amounts to a con- 
solidated franchise tax return, although 
the law speaks of it as a “combined” 
return. If the affiliated group itself de- 
sires to file a combined return it must 
first obtain the permission of the Tax 
Commission to do so. To file on a com- 
bined basis a corporation must own or 
control, either directly or indirectly, 
substantially all the capital stock of one 
or more other corporations, or one or 
more corporations must own or control 
either directly or indirectly substantially 
all the capital stock of any other cor- 
poration. A combined report may also 
be required or permitted where the 
afiliation is through the ownership of 
the stock of the several corporations 
by the same interests. As the law puts 
it, a combined report may be required 
or permitted where substantially all the 
capital stock of a corporation and sub- 
stantially all the capital stock of one 
or more other corporations are owned or 
controlled, either directly or indirectly, 
by the same interests. 





BenJAMIN Harrow, C.P.A., has been a 
member of our Society since 1928, and 
a member of the American Institute of 
Accountants since 1922. He is a mem- 
ber of the New York Bar and Professor 
of Law at St. John’s University. 

Mr. Harrow is engaged in practice as a 
certified public accountant and attorney 
in his own office in New York City. 
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The term “substantially all” is defined 
in the regulations (Art. 560) to mean 
generally the beneficial ownership or 
control of 95 per cent or more of the 
issued and outstanding capital stock en- 
titling the holders to vote for the elec- 
tion of directors. However the words 
“substantially all” are not limited to 
cases of ownership of 95 per cent or 
more of outstanding stock. The facts in 
each case will determine whether there 
is ownership of substantially all the 
stock. 


Combined Reports—Other Factors 

In addition to the stock ownership 
or control test, the Tax Commission 
considers the following factors in de- 
termining whether a combined report 
is to be required or permitted: 

1. Whether the corporations are en- 
gaged in the same or related lines of 
business. 

2. Whether any of the corporations 
are in substance merely departments of 
a unitary business conducted by the en- 
tire group. 

3. Whether the products of any of the 
corporations are sold to or used by any 
of the other corporations. 

1, Whether any of the corporations 
perform services for, or lend money 





Epitor’s Note: Mr. Harrow was unable to 
submit this month’s issue of his Department 
because of his absence abroad. The current 
issue is a reprint, selected by your editor, of 
a section of Mr. Harrow’s book, New York 
State Income and Franchise Taxes (Prentice- 


Hall, Inc.). 
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to, or otherwise finance the operations 
of any of the other corporations. 

5. Whether there are other substan- 
tial intercompany transactions among 
the constituent corporations. 

A foreign corporation not doing busi- 
in New York and therefore not 
subject to tax under Article 9-A is not 
required to be included in a combined 
report unless the Tax Commission de- 
termines that this is necessary because 
of intercompany transactions or some 
special agreement between the corpora- 
tions that makes it necessary to do so 
in order properly to reflect the income 
of the New York corporation. On the 
other hand, the Tax Commission may 
permit such inclusion if the taxpayer 


ness 


requests it. 


Combined Reports—Real Estate 
Corporation 


The law provides that the Tax Com- 
mission may require or permit the fil- 
ing of a combined return where sub- 
stantially all the stock of a real estate 
corporation taxable under Section 182 
is owned or controlled directly or indi- 
rectly by a corporation, or where sub- 
stantially all the stock of the real estate 
corporation and of the taxpayer cor- 
poration is owned or controlled directly 
or indirectly by the same interests. In 
addition to the ownership test another 
factor is added, namely that any ma- 
terial part of the property of the real 
estale corporation is used or occupied 
in the conduct of the taxpayer corpora- 
tion’s business. If a combined report is 
permitted or required, the real estate 
corporation loses its favored classifica- 
tion as a corporation taxable under 
Article 9 and becomes taxable under 
Article 9-A. Whenever the Tax Com- 
mission spots a situation of this kind it 
loses no time in requiring a combined 
report. According to the provisions of 
a 1918 amendment the real estate com- 
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pany may be taxed as a business cor. 
poration under Article 9-A even if no 
combined report is required. . . . 

There is no provision in the tax law 
giving the Tax Commission authority 
to permit or to require a combined re. 
turn for a business corporation and any 
corporation taxable under Article 9 ex. 
cept a real estate company. Therefore 
a transportation company, taxable un. 
der Section 183 and wholly owned by 
a business corporation, would not be 
permitted to file a combined return. 


Requests for Permission to File 

Combined Reports 

Even where the business of several 
corporations is integrated and only a 
consolidated report can reflect the true 
results of what is in reality one enter- 
prise, the right to file a consolidated 
report is not absolute but discretionary 
with the Commission. Nevertheless 
where only a consolidated report will 
present the true results of the business 
activities of two or more corporations, 
such a consolidated report should be 
filed, as well as separate reports for 
each corporation. The reports should be 
accompanied by a request to the Com- 
mission that the tax be assessed on the 
basis of the consolidated report, to- 
eether with a statement of the reasons 
for making such a request. 

The Commission has announced that 
its permission to file a consolidated re- 
port will depend upon the nature and 
character of the business of the cor- 
porations involved. Consolidated re- 
turns will not be permitted where the 
activities of the corporations are not 
clearly intercorporate and of the same 
business or essential to the same busi- 
ness. The Commission has also said 
that it will not permit the consolida- 
tion of New York companies with affili- 
ated corporations not doing business in 
New York State which have net losses, 
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so as to obtain reduction of the tax that 
would be imposed upon the New York 
companies when considered alone. The 
purpose of consolidation is to prevent 
evasion of the tax through intercom- 
pany dealings and to enable the Tax 
Commission equitably to adjust the tax 
(Section 211.5). For these reasons con- 
solidation of similar enterprises owned 
or controlled by the same corporate 
eroup may be permitted. 

In the case of Jacob Doll & Sons. 
Inc. Vv. Graves (1939) 257 App. Div. 
181, a corporation filed a consolidated 
return for itself and affiliated companies 
without requesting permission to do so. 
The return was erroneously filed on 
Form 3-1T to which a rider was added 
showing the net income and capital stock 
figures (under old Article 9-A) for the 
The combined in- 
come net It was 
held that the taxpayer had failed to 
make a timely application for a revision. 
The Tax Commission made separate as- 


separate Companies. 


resulted in a loss. 


sessments against each of the companies. 
The 
reporting company was assessed on the 
hasis of total issued capital stock. 


using the entire net income basis. 


Can the State Impose a Tax on a 
Combined Basis? 


The section of the law referred to 
(Section 211.4) provides that a parent 
company taxable under Article 9-A may 
be required to file a consolidated report 
inchiding its subsidiaries, and that a 
subsidiary corporation subject to tax 
under Article 9-A may be required to 
file a consolidated report with its parent. 
Under old Article 9-A similar provisions 
were merely for the purpose of giving 
information and did not grant the Com- 
mission taxing powers. Under the pres- 
ent law there is a provision in case of 
a combined report, for measuring the 
tax on the combined entire net income 
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or combined capital of all the corpora- 
tions included in the report. 

Under Section 211.5 there is a pro- 
vision that if it shall appear to the Tax 
Commission that any arrangement exists 
which improperly or inaccurately re- 
flects the activity, business, income, or 
capital of the taxpayer corporation 
within the state, the Tax Commission 
may equitably determine the tax by 
adjusting items of income, deductions, 
and capital. In computing any alloca- 
tion percentage it may eliminate assets, 
but in such a case it must exclude from 
entire net income any income directly 
traceable to such assets. 

In the absence of an improper ar- 
rangement the power of the Commission 
to impose a tax on a consolidated basis 
is doubtful. Of course if a tax on a 
consolidated basis is acceptable to the 
corporation as being fair and equitable 
the point need not be argued, but where 
the Commission imposes a tax on a 
consolidated basis which is larger than 
the tax on a separate basis, and no im- 
proper arrangement exists for the diver- 
sion of income or assets, its power to do 
that may well be challenged. This point 
has not been passed on by the courts. 


Intercompany Loans and Business 

In re People ex rel. Pie Bakeries of 
America, Inc. v. State Tax Commission 
(1934) 242 App. Div. 890, a New Jer- 
sey corporation sold its assets in New 
York to a New York subsidiary corpora- 
tion and took back an interest-bearing 
note for the purchase price. The Com- 
mission required the filing of a con- 
solidated return by the parent and sub- 
sidiary corporations. The officers of 
both corporations were the same and 
were active in the management of the 
business of the subsidiary. The court 
found that there was a very active in- 
terrelationship, some of the major items 
of raw materials being purchased by the 
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subsidiary corporation from the parent 
corporation. The court justified the ac- 
tion of the Commission. 

This is an example of an “improper 
arrangement” referred to in the law as 
giving rise to the power of the Com- 
mission to assess a tax on a consoli- 
dated basis. 


Combined Reports—Intercompany 

Transactions 

Where the tax is measured by entire 
net income, the law requires the elimina- 
tion of intercompany dividends. The law 
does not mention the elimination of any 
Where the tax 
is measured by and invest- 
ment capital, the law requires the eli- 
mination of intercorporate stockhold- 
ings, intercompany bills, notes, and ac- 
counts receivable, accounts payable, and 
other intercompany indebtedness. 

However, in determining the percen- 
tage of receipts to be allocated to New 
York the regulations [ Art. 413(6) ] pro- 
vide for the elimination of 
pany business receipts. 


other business income. 
business 


intercom- 


Combined Franchise Tax Return— 
Allocation 


The allocation factors, real and tan- 
gible personal property, receipts, and 
payroll are the same for a combined re- 
turn as for a separate return, except 
that the accounts of all the companies 
are combined (consolidated) and inter- 
company items, including receipts, are 
eliminated. On a combined return the 
corporations do not have the option of 
allocating the combined entire net in- 
come by the business allocation per- 
centage when the investment income is 
less than 25 per cent of entire net in- 
come, nor may they allocate by the 
investment allocation percentage where 
investment income is more than 85 


per 
cent of entire net income. Where the 
basis of the tax is business capital, the 


affiliated group does not have the op- 
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tion of allocating total business and ip. 
vestment capital by the business allo. 
cation percentage when business in. 


come is 75 per cent or more of entire 


net income. 


Combined Tax Return—Basis for Tax 

and Minimum Tax 

The law provides for a tax measured 
by combined entire net income or com. 
bined business and investment capital 
of all the corporations in the affiliated 
group. While each corporation is liable 
for the entire tax, the tax may be as. 
sessed against any one or more of the 
corporations in the group. In addi. 
tion to the tax on combined net income 
or combined capital, each corporation 
doing business in New York and in. 
cluded in the combined report, other 
than the corporation paying the con- 
solidated tax, is required to pay the 
minimum tax of $25 plus the tax on 
subsidiary capital (Art. 341). This re- 
quirement is a holdover from old Article 
9-A. 


Combined Return—Summary 


A combined return is filed on a 
special form (3-ACT). Once a group of 
companies files on a combined basis. 
the companies are probably committed 
to a continued use of this basis of re- 
porting. Thereafter the group must ob- 
tain permission to change its basis. 

Even without the use of a combined 
return the Tax Commission has the 
power under Section 211.5 to adjust the 
income of a taxpayer where profit: 
diverting devices are being employed 
and are detected by the Tax Commis- 
sion. 

Establishing a business allocation on 
the basis of combined factors may give 
a group of corporations some tax ad- 
vantage. On a combined return, of 
course, the entire net income of one 
company can be effectively offset by 
net losses of other companies. 
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Accounting at the SEC 


Conducted by Louts H. Rappaport, C.P.A. 


Importance of Checking 


Long before the SEC and the Securi- 
ties Act were thought of, most of the 
states had laws governing the sale of 
securities within those states. 
laws are called “blue-sky” laws and 
vary considerably among the various 


These 


states. 

The “blue-sky” laws differ in detail 
but they may be classified into four 
groups: 

1. The so-called “fraud type” laws 
provide the least amount of regulation. 
They provide penalties for the fraudu- 
lent sale of securities. 

2. Certain have laws which 
regulate the securities dealers or brokers 


states 


and their salesmen and agents only. 

3. Some states have laws providing 
for the registration of securities that are 
to be sold in the state but do not pro- 
vide for the licensing of dealers. or 
brokers. 

4. The majority of states provide for 
the licensing of dealers and salesmen 
and the registration of securities. In 
some states registration is by qualifica- 
tion; in others, by notification. More 
often, however. qualification and _notifi- 
cation are required. Registration by 
notification is generally limited to secu- 





Louis H. Rappaport, C.P.A., a partner 
in the firm of Lybrand, Ross Bros. & 
Montgomery, C.P.A.s, is the author of 
SEC AccounTinc Practice AND Pro- 
CEDURE. 
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“Blue-Sky” Requirements 


rities issued by a corporation which 
has been in operation and has a fa- 
vorable earning record for a number 
of years, or issues secured by designated 
collateral. Registration by qualification 
requires the filing of a prescribed form. 
Many states exempt from the opera- 
tion of their securities laws securities 
which are listed on designated stock 
exchanges and/or securities which are 
senior to those so listed. Such ex- 
changes usually include the New York 
Stock Exchange, the American Stock 
Exchange, and the Midwest Stock Ex- 
change. Some states provide that if 
the securities in question are registered 
with the SEC, they are exempt from 
registration with the state commission. 
In other states the filing with the state 
commission of a copy of the registration 
statement and prospectus filed with the 
SEC fulfills the state registration re- 
quirements. A few states exempt secu- 
rities of companies that are listed in 
standard manuals, such as Standard 
and Poor’s, Moody’s, and Fitch. 
When making arrangements for an 
engagement under the Securities Act. 
it is desirable to inquire of counsel for 
the company and the underwriter as to 
whether the “blue-skying” of the securi- 
ties will require any additional work 
on the part of the public accountant. 
In some states the prospectus and regis- 
tration statement filed with the federal 
authorities is not enough; additional in- 
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Accounting at the SEC 


formation may be necessary. In Illinois. 
for example, if securities fall into cer- 
tain classes, it may require that the 
balance sheet be as of a date within 60 
days of its filing and that it be cer- 
tified. This fact alone has been known 
to cause underwriters to change their 
minds about making an offer of securi- 
ties to residents of the state of Illinois. 

New York’s “blue-sky” law requires 
registration by dealers and the filing of 
“dealers’ statements” in certain cases. 
The Attorney General of New York 
may grant exemptions, however, to sea- 
soned corporations which comply with 
specified requirements as to past pay- 
ments of interest and dividends. The 
exemption is available for common stock 
“upon which dividends have been paid 
annually for a continuous immediately 
preceding period of six years at the 
rate of not less than 3 per cent of the 
book value of such common stock as 
shown by its balance sheet at the date 
of the close of the fiscal year in which 
such dividends were paid, as certified 
by an independent certified public ac- 
countant.”* (Emphasis added.) 

The securities commissions of some 
states have certain requirements which 
operate whenever securities are being 
offered in those states at a price which 
exceeds their net tangible asset value. 
In Illinois, for example, if common stock 
having a net tangible asset value of 
$10 per share is offered to residents of 
that state at more than $10 a share, 
that fact must be disclosed in the 
offering literature distributed in Illinois. 
Since this disclosure is not required to 
be made in the prospectus filed with 
the SEC, there may have to be a special 
printing of the prospectus for distribu- 
tion in Illinois, or the regular prospec- 
tus must be supplemented by means of 





“New York Fraudulent Practices Act, Sec. 
359-£(2). 
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a rider or similar attachment making 
the disclosure in question. In a typical 
case the rider would read as follows: 
“Based on the balance sheet of the 
Company in this prospectus the ‘net 
tangible book value per share’ of the 


common stock offered hereby was 
$— at (date).” 


Counsel for the underwriters usually 
furnishes members of the underwriting 
group with a memorandum of those 
states in which the proposed issue of 
securities may be sold. The certifying 
accountant is frequently asked to assist 
in making the computations which lead 
up to this memorandum. In Colorado, 
for example, the provisions of the state 
securities laws do not apply with re- 
spect to: 

. any security issued or guaranteed by any 
concern which has been in business for more 
than five years next prior to the issuance of 
such security, or by the immediate successor 
of such concern, by way of reorganization or 
consolidation, where such concern or con- 
cerns merged by reorganization has or have 
for at least five years, had average annual net 
earnings, as shown by a certified public ac- 
countant’s report equal to one and one-half 
times the interest on any bonds, debentures 
and notes outstanding, including the security 
proposed to be issued, or average annual earn- 
ings for a like period, as shown by a certi- 
fied public accountant’s report, available for 
the payment of dividends, equal to one and 
one-half times the annual dividend require- 
ments on any outstanding preferred or classi- 
fied stock hearing a contractual dividend rate, 
and including such stock proposed to be 
issued. 

The accountant is often asked to make 
the computation contemplated by the 
section of the law quoted above. 

The accounting terms used in the 
“blue-sky” laws are sometimes not de- 
fined. and as a result the accountant 
may find it difficult, if not impossible, 
to understand and interpret the statutes. 
Since the accountant does not qualify 
as an expert in interpreting law, when 
these difficulties arise, he should seek 
competent legal advice. 
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Administration of a CPA Practice 


A forum for the exchange of views and information on all 
aspects of the administration of an accounting practice. 


Conducted by Max Brock, C.P.A. 


Meeting Due Dates — Improved Controls. . 
. Should Fixed Fee Retainers be Abolished? 


Individual Practitioners . . 


Meeting Due Dates—Improved Controls 

As a clientele increases in size, and as 
fixed due-date services increase in num- 
ber. the mechanics for meeting the 
deadlines must be brought up to the 
required degree of effectiveness. A cor- 
respondent. Milton Zipper. CPA, of 
Zipper & Mandl. recommends the use 
of a manual punch card to insure the 
timely preparation of tax returns. The 
card contains a printed list of tax re- 
turns and those to be prepared for a 
particular client are indicated by a 
notation as to the month due, and the 
corresponding month on the margin- is 
notched out for “keysort” selection. 
This permits an easy selection, each 
month. of the cards listing returns to 
be prepared in the month, 





Max Brock, C.P.A. (N. Y., Pa.), is a 
former chairman of the Committee on 
Administration of Accountant's Prac- 
tice of the New York State Society of 
Certified Public Accountants. He is a 
lecturer at The City College of New 
York in the graduate course on Ac- 
counting Practice. Mr. Block is a 
member of the firm of Anchin, Block 
& Anchin. 
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. Overburdened Partners and 


Other marginal data that can be 
notched out deal with form of organiza- 
tion (corporation, firm, etc.) and fol- 
low up data. Thus, if one wanted a list 
of all corporate clients, the corporation 
cards could be sorted out in one minute. 
This data can be useful for various pur- 
poses, tax and otherwise. For example, 
there may be an occasion to send a 
bulletin to individual proprietors only, 
or to partnerships only, in which event 
it would be a simple matter to cull the 
desired names and addresses from the 


card file. 


Though the recommended form per- 
tains only to tax return due dates, the 
cards may serve as mailing lists and 
reminders for miscellaneous purposes. 
For example, clients may be classified 
by trades, to facilitate the mailing of 
industry data. Clients may be classified 
by other categories descriptive of their 
business. such as manufacturer, jobber, 
service company. etc. This data, too, 
is useful for specialized attention. Even 
personal matters, such as who is to get 
a firm Christmas card or birthday card, 
can be notched on a client card. The 
uses of this type of record are limited 
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only by the size of the card and the 
imagination. 


Overburdened Partners and Individual 
Practitioners 
Many practitioners complain justly 
overburdened 
the 


about being constantly 
but apparently cannot 
conditions responsible for this state of 
affairs. Offers to overburdened 
practitioners can be found every month 
in the classified advertising section of 
accounting publications. This may be 
one remedy but its possibilities would 
ordinarily affect only individual prac- 
titioners. 

The solution, if any, to the chronic 
condition of overburden (which can be 
damaging to the practitioner’s ability 
to serve his clients well, and even affect 
his health) must take into account the 
causes. Only after a determination of 
the causes can one attempt to effectively 
deal with the problem. 


overcome 


assist 


There undoubtedly are instances 
where personality traits are the major 
cause and not the number of clients or 
the clients’ requirements. Some men 
may just be inefficient and disorganized. 
Others may be perfectionists to a degree 
that may warrant the classification of 
their state of mind as a neurosis. Some 
are egotists who can only work alone. 
Other men may be excessively and un- 
necessarily economical and_ therefore 
do not have the help that the size of 
their practice demands. Practitioners 
who are suffering because of the afore- 
mentioned, or other personality traits 
can be helped if they could make them- 
selves over, which usually is a difficult 
task. 

The lack of long-range planning and 
sheer inattention (except spasmodic 
gestures) are causative factors in some 
cases, involving even firms that may 
be quite successful. They advise their 
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clients on sound management principles 
but don’t take the time to do a good 
system job on themselves. nor do they 
work out a perpetuation and understudy 
program. It must be recognized, how. 
ever, that the general lack of talent 
may be a retarding factor in some of 


these cases. The lack of talent is a 
major factor in the case of firms who 
do spend the time and the money to 
build up supporting organizations bul 
just cannot meet increased require: 
ments quickly enough. 

The practice of 
steadily increasing in complexity and 
responsibility and no accountant now 
can master all of its ramifications. Tax 
laws expand in number, size, and com- 
plexity. Accounting standards are con- 
stantly being raised, which increases 
time requirements for planning. re- 
Management 


accountancy _ is 


search, and supervision. 
advisory services and other services that 
accountants regularly supply are en- 
larged as the requirements of business 
expand. Who can possibly keep up with 
all of the seemingly essential reading 
and have any time for proper promo- 
tional activities, to participate moder- 
ately in professional society and com- 
munity activities, or to have a reason- 
able family and social life? This con- 
dition calls for very serious thinking 
and, most important, the courage of 
one’s convictions and decisiveness. 

There are some aids that can ease 
the lot of the harrassed practitioner; 
the extent however will vary in indi- 
vidual cases. These will be reviewed in 
future issues. Contributions by practi- 
tioners as to how they have solved 
some of their problems will be most 
welcome. 


Should Fixed Fee Retainers Be 
Abolished? 


The annual retainer for tax and ac- 
counting services, determined in ad- 


October 

















inciples 
a good 
lo they 
erstudy 
1. how. 

talent 
ome of 
it is a 
ns who 
mney t 
ns bul 
equire: 


icy Is 
ty and 
it now 
s. Tax 
d com. 
re con- 
creases 
ie, res 
cement 
es that 
re en- 
usiness 
ip with 
eading 
vromo- 
moder- 
| com- 
‘eason- 
iS con- 
inking 
ive of 
iS. 
1 ease 
ioner; 
indi- 
ved in 
practi 
solved 
most 


id ac: 


n ad- 


ictober 


—_——_ 








Administration of a CPA Practice 


vance and apparently applicable to all 
future years until revised by either 
party, is a common practice amongst 
medium-sized and small practitioners. 
Some clients like the fixed fee idea 
because, as they point out, they know 
what financial obligation they are as- 
suming. But, is it a good plan for 
the accountant? 

Though, as with most matters, there 
always are pros and cons, it appears 
that the disadvantages materially out- 
weigh the advantages and that the per 
diem rate basis is generally more equi- 
table and more suitable for the account- 
ing profession. The very fact that many 
per diem arrangements are in effect 
is patent evidence of its feasibility. It 
is recognized that, even if a_practi- 
tioner “saw the light,” he might find 
it difficult to rearrange existing prac- 
tices, but as to new clients the pros- 
pects zre much better. 


Here are some cogent reasons why 
the fixed fee basis is disadvantageous, 
and inequitable, and possibly even un- 
professional. 


1. Unless the engagement scope is 
strictly defined and provision made for 
coping with contingencies, the fixed fee 
represents an annual speculation. Does 
a doctor speculate, does a lawyer gam- 
ble (except on a contingent fee matter), 
do other professionals assume risks for 
personal services? As a rule they do 
not. 


2. Because broad annual retainers 
cannot be precise, clients will, with 
seeming justification, take up an ac- 
countant’s time, more or less freely, 
without realizing that they are con- 
suming rationed time. The fixed fee 
means to some clients a limitless call 
on an accountant’s time. While no 
businessman will sell a limitless num- 
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ber of merchandise units for a fixed 
amount, some accountants are doing 
that very thing. 


3. Interim and annual audits often 
encounter time-consuming snags, such 
as, records are not ready for examina- 
tion, large number of errors, difficulties 
due to changes in bookkeeping or ac- 
counting personnel, and for other rea- 
sons well known to accountants. Unless 
such contingencies clearly call for an 
extra fee, the likelihood is that the ac- 
countant absorbs the time loss. 


4. In the business world there is a 
common lament about a “cost squeeze.” 
The accountant whose fees are largely 
on a retainer basis may be the victim 
of a “cost” squeeze as well as of a 
“time” squeeze. Even inflation, as a 
continuing process, is a reason for 
avoiding fixed financial arrangements 
for future services. Though retainers 
can be increased, and surely are, a 
small per diem increase probably sells 
more easily than a large per annum 
increase. 


5. Where a retainer is unprofitable, 
and a client is unwilling or unable to 
pay a larger amount, an accountant is 
exposed to the temptation of reducing 
his services below a reasonable stand- 
ard. Moreover, the pressure of inade- 
quate retainers may extend to the cali- 
bre of personnel an accountant employs 
and the salaries he pays. It is less 
likely, generally, that per diem rates 
will exert as much adverse pressure. 


6. Though some retainer arrange- 
ments call for year-end adjustments, 
annual fee renegotiations can be un- 
pleasant and unwise from a viewpoint 
of client relations. Year-end adjust- 
ments are, admittedly, one way for an 
accountant to properly overcome the 
limitations of a retainer fee. 
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Payroll Tax Notes 


Conducted by SAMUEL S. Ress 


Federal Self-Employment Tax 


Although self-employment was not 
covered by the original Federal Social 
Security Act, most persons who work 
for themselves. including members of 
partnerships, have been brought under 
its protection for old-age, survivors, and 
disability insurance benefits by a series 
of amendments, with self-employment 
earnings as defined in the law subject 
to the self-employment tax for taxable 
years beginning after 1950. 
Self-employed architects, professional 
engineers, certified public accountants, 
funeral directors and farm operators be- 
came taxable on their self-employment 
income derived from the practice of 
their professions for taxable years end- 
ing after 1954. In 1956 self-employed 
lawyers, dentists. doctors of osteopathy, 
veterinarians, naturo- 
paths, and optometrists self-employment 


chiropractors, 





SAMUEL S. Ress, an Associate Member 
of our Society since 1936, is a member 
of the New York and Massachusetts 
Bar. He is engaged in public practice 
in his own office in New York City 
specializing in payroll taxation and 
labor-management matters. 


Dr. Ress is a member of the Society's 
Committee on New York State Taxation 
and Chairman of its Subcommittee on 
Unemployment Insurance. 
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earnings became subject to the tax for 
the first taxable year ending after 1955, 

Self-employed doctors of medicine 
and public officials are the only groups 
of self-employed people not presently 
covered by the law. Ordained, com- 
licensed 
forming services in the exercise of their 
ministry, Christian Science _ practi- 
tioners. and members of religious or- 
ders who have not taken vows of poverty 
can secure social security coverage as 


missioned, or ministers _per- 


self-employed persons by filing Form 
2031 with the Internal Revenue Service, 
indicating their desire to be covered. A 
bill passed by Congress this year ex- 
tended the election deadline date for 
voluntary coverage of a clergyman who 
received earnings of $400 or more a 
year from his ministry during 1955 and 
1956. The original deadline date for 
filing Form 2031 was April 15, 1957. 

In general, every individual deriving 
income during the taxable year from a 
trade. business, or one of the foregoing 
covered professions, carried on by him 
or from a partnership of which he is a 
member, is subject to self-employment 
tax on the gross income less the allow- 
able deductions attributable to such 
trade or business. Self-employment tax 
is not payable if total net earnings from 
self-employment is under $400 for the 
taxable year. 
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Payroll Tax Notes 


An important exclusion from self- 
employment income are rentals from 
real estate, except rentals received in 
the course of a trade or business as a 
real estate dealer. Payments for the use 
or occupancy of rooms or other space 
where services are also rendered to the 
occupant, such as hotels, 
boarding houses, apartment houses fur- 
nishing hotel services, tourist camps, or 
space in parking lots, warehouses or 
storage garages, do not constitute rentals 
from real estate and therefore are in- 
cluded in determining net earnings from 
self-employment. 

Interest and dividends on shares of 
stock issued by a corporation or evi- 
dences of indebtedness issued by a gov- 
ernment or political subdivision there- 
of, unless received in the course of busi- 
ness as a dealer in stocks or securities, 
are excluded from self-employment in- 
come. Property gains or losses resulting 
from the sale or exchange of a capital 
asset are not included in determining 
self-employment income. Net operating 
losses of other years are also excluded. 

For New York State unemployment 
insurance purposes, an individual is not 
entitled to benefits if he is “self-em- 
ployed” because he is not then con- 
sidered “unemployed.” In a number of 
cases involving the contention by the 
claimant that his business activity could 


rooms in 


1957 


not be considered _ self-employment, 
several criteria have been developed. 
These may have applicability to cases 
falling under the Federal social security 
law and are listed as follows: 


1. There must be sustained operations 
of a business in an industry, trade, pro- 
fession, service occupation or other un- 
dertaking as distinguished from isolated, 
sporadic or occasional transactions. 


2. The business must be operated for 
profit by the claimant as an individual 
or in partnership with others. This does 
not mean that business operations re- 
sulted in profit. 


3. The individual must perform work 
in such business on a continuous and 
regular basis. Mere ownership is not 
enough. 


4. Such work must be productive or 
consist of performing a normal business 
function as distinguished from incident- 
al activities which are performed only 
to protect investments. An owner of real 
estate would not be considered self-em- 
ployed if his activities require only a 
small part of his time and are confined 
to collecting rents, ordering repairs, 
keeping books, making tax returns, etc. 
unless they reach such proportion that 
he is in fact actually engaged in the 
business of managing property. 
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Federal Income Tax Notes 


Conducted by Ricuarp S. HELstetn, C.P.A. 


Gifts of Securities to Minors. . 
tion . 
Foreign Governments. . 


Depreciation of Leasehold Improvements. . 


Gifts of Securities to Minors 

A number of states have adopted the 
model “Gifts of Securities to Minors 
Act,” including California, Colorado, 
Connecticut, Georgia, Michigan, New 
Jersey, New York, North Carolina, Ohio, 
Rhode Island, South Carolina, Virginia 
and Wisconsin. 

This Act permits registered securi- 
ties to be given to a minor where a 
parent or guardian, or other adult mem- 
ber of the minor’s family acts as custo- 
dian. All securities must be turned over 
to the minor at the time he reaches 21 
years of age. 

In Rev. Rul. 56-86 (IRB 1956-11,11) 
it was held that such transfer constitutes 
a completed gift, and that it qualifies for 
the gift tax exclusion. 





Ricwarp S. Hetstern, C.P.A., has been 
a member of our Society since 1940. He 
has been a member of the Committee on 
Federal Taxation, as well as various 
other committees. He is presently a 
member of the Committee on Publica- 
tions. 


Mr. Helstein has contributed to account- 
ing and other publications, and deliv- 
ered addresses before our Society and 
other professional societies. He is asso- 
ciated with J. K. Lasser & Co. 
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. Capital Assets v. Inventory. 


In Rev. Rul. 55-469 (CB 1955-2, 519) 
it was held that the income from such 
securities was taxable to the minor. Sub- 
sequently, in Rev. Rul. 56-484 (IRB 
1956-40,8) the Commissioner ruled that 
income from such securities which was 
used to carry out any part of “a legal 
obligation to support or maintain a 
minor” is taxable to the person on whom 
such obligation falls. Otherwise, the in- 
come is taxable to the minor. 


The Commissioner has now rounded 
out the picture by holding that if the 
donor is the custodian, and the donor 
dies before the minor is 21 years of age, 
the property is includible in the donor's 
estate despite the minor’s vested interest 
(Rev. Rul. 57-366, IRB 1957-32.20). 
However, the question still is left open 
as to what would happen in such an 
event if the donor were not the custo- 
dian. 


Declining Balance Method of Deprecia- 
tion 

The Commissioner has clarified his 
rules respecting the use of the declining: 
balance method of depreciation. 

Sec. 167(b) (2) IRC 1954 allows the 
use of this method at a rate up to twice 
the straight-line rate on new tangible 
assets acquired after December 31, 1953. 
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Federal Income Tax Notes 


On the other hand, I.T. 3818 (1946-2 
CB 42) also provides for the use of the 
declining-balance method but limits it 
to 150% of what the rate would be 
under the straight-line method.  I.T. 
3818 is applicable to both used and new 
tangible property. 

Sec. 1.167(b)-(0) (b) of the Regula- 
tions has apparently caused some con- 
fusion in that it provides that methods 
previously allowed “will continue to be 
acceptable under Sec. 167(a),” and 
mentions the method set forth under 
LT. 3818. 

In Rev. Rul. 57-352, IRB 1957-31,9, 
the Commissioner has stated that the 
declining-balance method, limited to 
150%, may continue to be used for, but 
is restricted to, new or used tangible 
property acquired prior to January 1, 
1954, and used property acquired after 
December 31, 1953, if the resultant al- 
lowance is reasonable, and if the method 
(a) was elected by a new taxable entity 
in an initial return, or (b) permission 
was granted by the Commissioner, or 
(c) it was elected in the first return filed 
in which such depreciation was _sus- 
tained or (d) for taxable years ending 
after December 31, 1953 it was elected 
in the return for the first year in which 
the property was subject to the allow- 
ance for depreciation regardless of the 
method employed for other depreciable 
property. 

For new tangible property acquired 
after December 31, 1953, Sec. 167(b) 
(2) IRC 1954 applies. 


When Election for Optional Adjustment 
of Partnership Property Must be Made 


Sec. 743 IRC 1954 provides that the 
basis of partnership property shall not 
be adjusted in the manner provided by 
Sec. 734 as the result of a transfer of 
an interest in a partnership by sale or 
exchange or on the death of a partner, 
unless the election provided by Sec. 754 
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“is in effect with respect to such partner- 
ship.” 

In reply to a request as to the signifi- 
cance of the above quoted phrase in the 
case of death or unforeseen event within 
the taxable year (presumably, where 
election had not previously been made 
and was therefore “not in effect”), the 
Commissioner has interpreted his regula- 
tions, particularly Sec. 1.754-1, as per- 
mitting the election to be made by 
written statement filed with the partner- 
ship return for the first taxable year for 
which the partners wish the election to 
become effective. Thus, the election 
need not be made before the occurrence 
of an unforeseen event, such as death, 
which would make the election opera- 
tive. (Rev. Rul. 57-347, IRB 1957- 
30,10). 


“Kickbacks” to Foreign Governments are 

Deductible 

In reply to a letter from Senator Wil- 
liams, the Commissioner has held that 
the Service would find it “difficult” to 
sustain a disallowance of the deduction 
by a corporation of bribes paid to offi- 
cials of foreign governments where such 
governments demand or acquiesce in the 
payments. This was distinguished from 
other public policy contravention cases 
because there was no legal recourse 
available to the taxpayer to avoid these 
“kickbacks” and still carry on its busi- 
ness (Spec. Ruling 3/11/57, 103 Cong. 
Rec. 11232 7/23/57). 

Senator Williams, apparently, is quite 
upset at the situation, and it is possible 
that some legislation or other Congres- 
sional expression will be invoked. It is 
significant that in his letter, the Com- 
missioner stated that the Supreme Court 
held for the taxpayer in the case of 
Thomas B. Lilly et ux. v. Com. (343 
U. S. 90, 1952) because “there were not 
declared public policies in the years 
under consideration” proscribing kick- 
backs to doctors by opticians. Perhaps 
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Federal Income Tax Notes 


an announcement of public policy will 

be forthcoming with regard to kickbacks 
5 f) 

to foreign governments. 


When the Tax Is Paid 

The District Court has followed the 
Rosenman decision* in holding that 
payments made with “tentative returns” 
filed pursuant to an extension of time 
granted by the Commissioner, and 
credited by the Collector to a “suspense 
account,” do not start the running of the 
statute of limitations. Further, the filing 
does not constitute “self- 
Assessment must be 


of a return 
assessment of tax.” 
made by the Commissioner. 

Interest on the overpayment does not 
run from the dates of payment at the 
time the tentative returns were filed, 
since at that time there was no determi- 
nation of liability and no assessment had 
been made; hence there was no “over- 
payment.” Interest runs from the date 
the tax was assessed because at that time 
“the Government had notice that there 
was more money deposited with it than 
was required for settlement of the tax 
liability; and if the Government retained 
the excess moneys thereafter it reason- 
ably could expect to pay interest from 
that date.” (Atlantic Mutual Insurance 
Co. v. McMahon USDC So. Dist. N.Y. 
7/12/57). 


Tax Hearings 

The Senate Small Business Committee 
will hold hearings between sessions of 
the 85th Congress in connection with the 
impact of Federal taxation on small busi- 
nesses as a prelude to the writing of a 
small business tax bill. The hearings 
will be held in various cities throughout 
the country. 

The House Ways and Means Com- 
mittee will hold hearings beginning 
January 7, 1958 in connection with a 
study of problems which have arisen 


* Rosenman v. U. S. 323 U. S. 658 (1945). 
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under the 1954 Internal Revenue Codg 
as a prelude to revisions of the Code 
tax reductions, and the effect and distri 
bution of the present tax load. Request 
to testify should be submitted by Decem 
ber 2, 1957 to the Clerk of the Way 
and Means Committee, House of Repre 
sentatives, 1102 New House Office Build 
ing, Washington, D. C. 


Depreciation of Leasehold Improvemen 

Where there is stock ownership by g 
lessor in a corporate lessee, and there 
fore there is a probability of the renewa 
of the lease beyond its stated term, 
cost of improvements by the lesse 
should be depreciated over their useful 
lives, rather than any shorter period re 
lated to the terms of the lease (Rey 
Rul. 57-361 IRB 1957-32, 17). 


Capital Assets v. Inventory 

During World War II, the taxpayer 
purchased a large quantity of warehouse 
receipts representing bulk whiskey foy 
use in its business of rectifying and 
bottling whiskey. This was carried on 
its books as inventory. In 1948, part of 
the receipts was sold because it wa 
more profitable than withdrawing, recti 
fying and bottling the bulk whiskey rep 
resented. The taxpayer claimed that 
gain on these sales was reportable as 
capital gain. 

Following Corn Products v. Commis- 
sioner (350 U.S. 46, 1955), the District 
Court held that the gain constituted 
ordinary income. When a taxpayer has 
acquired property as inventory, “it cam 
not change the situation by making a 
determination, after he has acquired the 
property but before selling it, that the 
property is no longer necessary for his 
business. To hold otherwise would per 
mit a taxpayer at will to transmute ord 
nary income into capital income.” (S.S. 
Pierce Company v. U.S.A., USDC Mass, 
7/18/57). 
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